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Editor’s Notes: CPE for Nonpractitioners
I voted for the AICPA’s 90-hourCPE requirement for nonpracti­tioners. If I had it to do again. I’d vote 
against it.
Does that shock you? Here’s an 
educator who says, given the oppor­
tunity, she would now vote against 
the CPE requirement. How could 
any educator be opposed to educa­
tion of any kind?
The reason I’d vote against the 
CPE requirement for nonpractition­
ers is not a personal one. Yes, I am a 
nonpractitioner. And yes, I’ll now be 
required to have CPE. But, you see, 
I’m already fulfilling the CPE re­
quirement for practitioners even 
though I do absolutely no practicing. 
As an educator, I feel obligated to set 
a good example.
So what bothers me about the CPE 
requirement for nonpractitioners? 
I’m concerned about the reasons 
given as acceptable ones for not ful­
filling the CPE requirement and 
how these exceptions affect young 
women accountants.
The language of the AICPA by­
laws is purposely broad. Because of 
this broad language, it was neces­
sary for Council to adopt implement­
ing resolutions, which it did in Sep­
tember 1987.
It’s important to examine the rea­
sons Council considers acceptable 
for not fulfilling the CPE require­
ment. The CPE requirement applies 
to “AICPA members not in public 
practice except those in retirement 
. . .” (emphasis added). The conclud­
ing paragraph in this section of the 
implementing resolutions states that 
“the board of directors shall desig­
nate a body with the authority to 
grant exceptions for reasons such as 
health, military service, foreign resi­
dency, and other similar reasons.”
Why am I concerned about these 
reasons as they relate to young wom­
en accountants? What’s nagging at 
me is a question that appears on the 
survey instrument distributed to the 
memberships of our societies by the 
Educational Foundation and tabu­
lated by Elise Jancura. The question 
has to do with career interruptions.
Has your career ever been inter­
rupted? Mine has been. I spent a 
number of years at home as a full- 
time mother and housewife. This is 
not an uncommon thing for young 
women accountants to do. (I can 
think of two young women CPAs in 
our Central Arkansas ASWA chap­
ter who are in a career hiatus be­
cause they have opted to stay at home 
and care for their young children.) 
But how many young male account­
ants do you know who have inter­
rupted their careers to become full- 
time fathers and househusbands?
Do young men interrupt their ca­
reers? Sure they do. Historically, the 
most frequent reason has been for 
military service. And even though 
military service is now on a strictly 
voluntary basis and not nearly as 
many young men serve in the mil­
itary today, military service is spe­
cifically listed as an acceptable rea­
son for not fulfilling the CPE require­
ment.
Suppose that a young woman ac­
countant wanted to interrupt her 
career today to stay home with her 
children. What “exception” is this? It 
certainly isn’t retirement, health, mil­
itary service, or foreign residency. 
This exception would have to be one 
deemed to be “other similar reasons.” 
Is it a similar reason? Will women 
have problems getting an exception? 
Will the “body with the authority to 
grant exceptions” automatically 
consider full-time parenting to be a 
“similar reason”?
Perhaps you’re saying this is no 
big deal. If you don’t want to fulfill 
the CPE requirement, you can just 
drop your membership in the 
AICPA. That’s true. But if you can 
retain your membership when you 
have a career interruption due to 
military service, why can’t you retain 
your membership when you have a 
career interruption for any other 
reason?
The AICPA has already stated 
that its hope is that the institute’s 
CPE requirement for members in 
public service will set a national 
standard. Does the institute also ex­
pect the CPE requirement for mem­
bers not in public practice to become 
a national standard? Will the state 
boards of accountancy be encour­
aged to follow the leadership of the 
AICPA and get a similar require­
ment in their rules and regulations? 
I think the answer is a very definite 
yes. When that happens, all regis­
tered CPAs, except those deemed 
exempt according to the rules and 
regulations must fulfill a CPE re­
quirement.
How will the CPE requirement for 
nonpractitioners be worded in your 
state’s rules and regulations? Will 
the language follow that of the 
AICPA’s implementing resolutions 
for CPE for nonpractitioners? Or 
will the language follow your state’s 
CPE requirement for registrants in 
public practice? In Mississippi, 
where I am registered, the exception 
for CPE requirement is worded 
thusly: “The Board may, at its sole 
discretion, make exceptions to the 
continuing education requirements 
for reasons of hardship” (emphasis 
added).
I do not like the language of the 
AICPA’s implementing resolutions 
nor the wording of my state’s rules 
and regulations. Why should every 
young woman who wants to inter­
rupt her career ask “a body with 
authority” to grant an exception 
based on the “similar reasons” clause 
or ask her state board, at its sole dis­
cretion, to grant an exception for 
“reasons of hardship”?
What happens if the exception is 
not granted and the CPE require­
ment is not fulfilled? Will the certifi­
cate and/or registration be suspend­
ed, revoked, or canceled? Some peo­
ple will say that there will never be 
any problem in getting an exception 
for career interruption. Others will 
say action taken against CPAs not in 
public practice who fail to meet the 
CPE requirement would never be as 
drastic as suspending, revoking, or 
canceling the certificate. But times 
and attitudes change.
I don’t want young women account­
ants to be in a position where they 
have to ask for an exception to the 
CPE requirement for a career inter­
ruption. I want it to be automatic. 
Although I can’t take my vote back 
on the AICPA’s code of conduct, I 
still have an opportunity to help 
young women accountants. I can 
work diligently for language in my 
state’s rules and regulations that 
will recognize any kind of career 
interruption, not just that of military 
service. I challenge you to do the 
same thing.




By Richard A. Epaves and Ephraim P. Smith
The long-awaited statement on accounting for income taxes was released by the Financial Ac­
counting Standards Board (FASB) 
in December 1987. The FASB had 
released an exposure draft concern­
ing accounting for income taxes in 
September 1986. Fifty days later, 
the Tax Reform Act of 1986 was 
passed decreasing the nominal cor­
porate tax rate by approximately 
one-fourth, from 46% to 34%. Some of 
the changes in detail between the 
exposure draft and the final state­
ment are:
1. The effective date has been 
changed from December 15, 
1987, to December 15, 1988.
2. The exemptions from tax allo­
cation allowed by APB Opinion 
23 were originally suspended 
and later reinstated.
3. The requirement to allocate in­
come tax expense on the exer­
cise of stock option plans was 
reversed.
4. The transition accounting for 
the tax effects of prior pur­
chase business combinations 
has been changed.
To provide an inventory of the 
implications and controversies sur­
rounding accounting for income tax­
es is beyond the scope of this article; 
however, notation of a few items may 
help give a sense of place to the exist­
ing literature. Rayburn [1987] criti­
cized the position taken in the expo­
sure draft to not discount deferred 
taxes, and Nurnberg [1987] chal­
lenged the non-prospective nature of 
the suggested transition adjustment. 
The objections of Rayburn and Nurn­
berg also apply to SFAS No. 96. This 
article does not resolve the above 
controversies; rather it provides an 
analysis which will give contour and 
perspective to the discussion by mea­
suring the combined impact on net 
income of the adoption of SFAS No. 
96 and the decrease of corporate 
marginal tax rates.
At the time of adoption of SFAS 
No. 96, many large companies will 
reduce deferred income tax liabili­
ties by a significant amount and 
adjust retained earnings according­
ly. In other companies, however, this 
transfer to equity from the reduction 
of the liability will be made through 
the income statement as a cumula­
tive effect. If the cumulative effect 
method of reporting is selected, the 
transition amount may be reported 
in any fiscal year presented in the 
financial statements after the publi­
cation of SFAS No. 96 (December 
1987). Although the standard is offi­
cially effective for fiscal years begin­
ning after December 15, 1988, ear­
lier adoption is encouraged [SFAS 
No. 96, para. 32]. If an entity chooses 
to adopt the standard in a year prior 
to a year presented in the financial 
statements, the beginning balance of
retained earnings of the earliest year 
presented is adjusted for the transi­
tion amount.
Major Provisions of 
SFAS No. 96
Change from Deferred to Lia­
bility Method. Formerly, generally 
accepted accounting principles 
(GAAP) required the deferred meth­
od of accounting for income taxes. 
Under that method, the deferred 
income tax liability was computed 
with the tax rate in existence when 
timing differences arose. The liabil­
ity was not adjusted to reflect subse­
quent changes in the tax rate.
SFAS No. 96 prescribes the liabil­
ity method. Under this method, the 
deferred income tax liability is adjust­
ed to reflect the tax rates expected to 
be in effect when timing differences 
reverse. Whenever tax rates change, 
the deferred income tax liability is 
adjusted.
Purchase Business Combina­
tions. Although SFAS No. 96 
changes the accounting for the tax 
effects of differences between the 
tax bases of assets and liabilities and 
the values assigned in a purchase 
business combination, the provisions 
of the new standard generally do not 
affect net income. The net-of-tax ap­
proach required by APB Opinion 16 
is replaced by the liability method, 
thereby recognizing deferred tax as­
sets and/or liabilities. In substance, 
the provisions covering purchase 
business combinations result in a 
gross rather than a net-of-tax pre­
sentation in the financial statements. 
Since “the liability method (rather 
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than the net-of-tax approach) in a 
purchase business combination by 
itself would not change net income” 
[E&W, 1986], it is not necessary to 
consider the business combination 
provisions in the analysis which fol­
lows.
Items Previously Exempt from 
Deferred Tax Accounting. SFAS 
No. 96 requires disclosure of items 
previously exempt from deferred tax 
accounting under the provisions of 
APB Opinion 23. Those items for 
which disclosure is now required 
include undistributed earnings of 
subsidiaries, savings and loan bad 
debt reserves, life insurance policy- 
holders’ surplus accounts, and re­
serve funds of U.S. steamship enter­
prises. However, this requirement of 
SFAS No. 96 is ignored in the follow­
ing analysis since disclosure does not 
affect reported net income.
Deferred Tax Debits. The new 
standard also modifies the recogni­
tion of certain deferred tax assets. 
Many deferred tax assets can still be 
recognized to the extent that their
MATERNITY FASHIONS
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reversal coincides with the reversal 
of deferred tax liabilities. For the 
companies analyzed in this study, it 
was impractical or impossible to sepa­
rate deferred tax debits from credits 
or to identify reversal patterns since 
this type of disclosure formerly was 
not required by GAAP. Consequent­
ly, the potential effects of deferred 
tax assets were not available and 
therefore are not used in estimating 
the impact on net income in the analy­
sis which follows.
. . . companies could 
make the transition 
adjustment in any 
year presented in the 
financial statements 
issued after the 
standard's release 
date in December 
1987.
Alternate Methods of Making 
the Transition Adjustment. The 
new standard gives a number of 
options for recording the transition 
adjustment. If a company elects to 
adopt the new standard in a year 
presented in the financial state­
ments, the cumulative effect adjust­
ment is made to net income in the 
adoption year. A company choosing 
to apply the new standard to a year 
not presented in the financial state­
ments adjusts the beginning balance 
of retained earnings by the transi­
tion amount and restates subsequent 
years presented. These options under 
the new standard mean that some 
companies will show the transition 
adjustment as a cumulative effect in 
the income statement of one of the 
years presented, and others will show 
the adjustment as a prior period 
adjustment.
Because it is impossible to know 
how many companies will show the 
transition adjustment as a cumula­
tive effect or as a prior period adjust­
ment during the transition period, 
the following analysis assumes that 
all will use the cumulative effect 
method. This assumption permits 
the determination of a standard 
against which to measure the impact 
of the transition adjustments on net 
income.
Methodology
Nurnberg [1987] argued that the 
transition adjustment should, to some 
extent, be recognized prospectively. 
He noted the potentially dramatic 
impact on earnings of the cumula­
tive effect prescribed by the expo­
sure draft. Rayburn [1987] argued 
that deferred taxes should be dis­
counted and projected a hypothetical 
example over ten years to illustrate 
his point. Earlier, Stepp [1985] had 
made a similar projection, but he 
concluded that discounting was in­
appropriate. This study quantifies 
the effect on net income noted by 
Nurnberg on a sample of actual com­
panies. Deferred taxes are not dis­
counted, which is consistent with the 
position taken in SFAS No. 96.
The authors analyzed the financial 
statements of the companies on the 
Fortune 500 list for 1985. Complica­
tions created by the graduated cor­
porate tax rates were avoided by 
using those companies where the 
marginal tax rates approximated 
46% before the transition adjustment.
Sixteen of the companies on the 
Fortune 500 list had been merged or 
were cooperatives. Both merged com­
panies and cooperatives were exclud­
ed from the analysis because neces­
sary information was either not 
available or not complete for 1985.
Special care was taken to insure 
that the deferred income tax liabil­
ity did not include other liabilities 
and deferrals. An examination of the 
descriptive support for each com­
pany disclosed that a “clean” de­
ferred income tax liability could not 
be obtained or did not exist for 71 
companies, and these companies 
were excluded. A total of 87 com­
panies were excluded, leaving 413 
usable financial statements for analy­
sis.
The new standard requires that 
the deferred income tax liability be 
adjusted for changes in the tax rate. 
Since the standard encourages early 
adoption, companies could make the 
transition adjustment in any year 
presented in the financial statements 
issued after the standard’s release 
date in December 1987. The follow­
ing analysis assumes adoption of the 
new standard at the time the income 
tax rate changed from 46% to 34%. 
(This assumption minimizes the ef­
fect of differing fiscal years.) The 
combination of the adoption of the 
new standard and the new tax rate of 
34% may force 12/46 of the deferred 
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income tax liability to be recognized 
during the transition period.
The 1985 financial statements of 
the 413 companies were used as a 
base. The 1985 deferred income tax 
liability was assumed to be the begin­
ning balance of the liability for the 
transition fiscal year. The transition 
year net income was assumed to be 
the same as the net income indicated 
in the 1985financial statements, plus 
the transition adjustment. Thus, the 
increases in net income noted in the 
following analysis are solely the re­
sult of the transition adjustment.
Analysis
Aggregate Impact. The percent­
age increase in net income attribu­
table to the cumulative effect was 
computed for each company. The 
pattern of potential impact on net 
income is dramatic in many respects. 
Although the median potential in­
crease in net income is 23% for the 
413 companies, the mean increase is 
79%. This difference in the median 
and mean indicates a positively 
skewed distribution. The case could 
be made that a median increase of 
23% in net income, although more 
than trivial, is not dramatically sig­
nificant. However, the 79% mean 
increase does have ominous implica­
tions. While only half of the compa­
nies will have net income increased 
by more than 23%, the range of the 
increases of these companies will be 
much greater than the 0-23% range 
of the companies in the other half.
A closer examination of the skew­
ness towards the right of the distri­
bution reveals some interesting char­
acteristics. For instance, net income 
is projected to increase 50% or more 
for 25% of the companies in the sam­
ple; and for 11%of the companies, net 
income is projected to more than 
double.
The foregoing observations indi­
cate that users of financial state­
ments must be wary of any analysis 
involving net income during the tran­
sition period. SFAS No. 96 permits 
companies to show the transition 
adjustment either as a cumulative 
effect in net income or as an adjust­
ment to retained earnings.
Industry Specific Analysis. To 
identify industries that would be 
significantly affected by the provi­
sions of SFAS No. 96, aggregate net 
income data are further analyzed 
after the 413 companies were classi­
fied by industry groups using Stan-
Increases in Net Income from Transition Adjustment
dard Industrial Classification (SIC) 
codes. Four criteria were used to 
classify the companies:
1. Industry groups had to contain 
continuous series within the 
SIC code system.
SFAS No. 96 permits 
companies to show the 
transition adjustment 
either as a cumulative 
effect in net income or 
as an adjustment to 
retained earnings.
The boundaries of the continu­
ous series had to encompass 
homogeneous groupings.
Each series had to contain a 
minimum of approximately 10 
companies.
Each series could not contain 
more than approximately 50 
companies.
The sixteen industry groups were 
then placed in one of three sub­
classifications. The three sub-classifi­
cations were established in order to 
bring together industry groups with 
similar patterns of median and mean 
effects on net income. It should be 
noted that in all industry groups, the 
mean value exceeds the median. This 
indicates that for all industries the 
distribution of increases in net in­
come has a definite skew to the right.
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Percentage Increase in Median and Mean Net Income by Impact Groups
Low-Impact Industries. Five indus­
tries representing 148 of the 413 
companies fall into the low-impact 
classification: fabricated metal prod­
ucts, printing and publishing, chem­
icals, rubber and plastic, and food 
and kindred products. The median 
percentage increase in net income 
ranges from 12% to 25%, while the 
mean increase in net income ranges 
from 19% to 32%.
Moderate-Impact Industries. The 
moderate-impact industries are tex­
tile and apparel; instruments, auto 
and transportation; electrical and 
electronics; primary metals; machin­
ery; stone, clay, and glass; and un­
classified. This classification in­
cludes the greatest number of compa­
nies, a total of 197. The pattern of 
median and mean values for the 
moderate-impact industries closely 
approximates the aggregate pattern 
for all 413 companies. The median 
percentage increase in net income 
ranges from 12% to 36%, while the 
mean increase in net income ranges 
from 49% to 73%. However, the mean 
values of each of the eight industries 
are slightly lower than the aggre­
gate mean value (79% for all 413 
companies). This demonstrates that 
the extreme mean values are concen­
trated in the high-impact industries 
classification.
High-Impact Industries. Three in­
dustries composed of 68 companies 
fall into the high-impact classifica­
tion: mining; lumber, wood and pa­
per; and petroleum. The median val­
ue of each of the three industries is at 
least double the median value for all 
413 companies. The mean values of 
these three industries exceed the 
mean (79%) for all 413 companies by 
45%, 231%, and 466%, respectively.
All financial ratios involving net 
income will be affected significantly 
for most companies. However, other 
ratios, such as the debt-equity ratio, 
will generally be only slightly affect­
ed. For example, only 5% of the com­
panies will experience a change in 
the debt-equity ratio of more than 
10%, and the effect upon this ratio in 
half of the companies will be less 
than 2%. The debt-equity ratio is only 
slightly affected because the expect­
ed transition adjustment is relative­
ly small in relation to equity al­
though it is relatively large in rela­
tion to net income.
Conclusion
The users of financial statements 
may be confronted with a significant 
numeric anomaly when SFAS No. 
96 is adopted. Approximately 25% of 
America’s leading companies could 
show net income levels at 50% above 
normal, and approximately 11% of 
these companies could show earn­
ings at double the norm. Within the 
high-impact industries, half the com­
panies could show net income at lev­
els 50%above normal while 28% could 
show net income levels at double the 
norm.
Many users of financial informa­
tion rely on aggregate data bases 
such as “Disclosure” or “Compustat.” 
Since some companies would show 
the transition adjustment as a cumula­
tive effect in one of the years pre­
sented and others as prior period 
adjustments, considerable confusion 
could result. The transition adjust­
ment will most likely produce a sig­
nificant numeric anomaly in finan­
cial reporting.
The anomaly may be obscured for 
a particular company because it can 
appear in any of the financial state­
ments presented in 1988, 1989 or 
1990. Also, it is possible that the 
management of some companies will 
take this opportunity to write off 
assets or to change another account­
ing principle using the transition 
adjustment as a cover.
The users of financial information 
must be particularly alert during 
the three-year transition period and 
should exercise special caution in the 
selection of data from the income 
statement, as the components of net 
income need to be closely scrutinized. 
The preparers of financial informa­
tion, on the other hand, may find 
guidance during that time period in
Richard A. Epaves, DBA, CPA, is 
professor of accounting at Cleveland 
State University. He is a member of 
the AAA, AICPA, American Insti­
tute for Decision Sciences, and the 
Ohio Society of CPAs.
FASB Concepts Statement No. 2, 
Qualitative Characteristics of Ac­
counting Information, which contains 
the following advice:
. . . Greater comparability of ac­
counting information, which 
most people agree is a worth­
while aim, is not to be attained 
by making unlike things look 
alike any more than by making 
like things look different. The 
moral is that in seeking compar­
ability, accountants must not dis­
guise real differences nor create 
false differences . . . [SFAC No.
2, para. 119]. Ω
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The Accounting Standards Exec­
utive Committee (AcSEC) of the 
American Institute of Certified Pub­
lic Accountants (AICPA) recently 
issued the Report of the Task Force 
on Disclosure of Insurance. Accord­
ing to the issues paper initially pre­
sented to AcSEC by the task force, 
disclosure of insurance coverage 
should be required; according to the 
final report, disclosure is “encour­
aged, but not required” [Task Force, 
p. 2, 1987]. Before examining the 
report of the task force and other 
relevant accounting pronounce­
ments, the circumstances that led to 
the issue of insurance coverage dis­
closure will be discussed.
Liability Insurance Crisis
Liability insurance is currently at 
a crisis level in the United States. 
For many companies, availability of 
insurance is limited. For other com­
panies, coverage has been reduced 
and/or restricted. Some insurance, 
such as pollution liability, is almost 
nonexistent. The liability coverage 
that is available is so expensive that 
many companies cannot afford it. 
Premium increases have ranged 
from 50% to 1,000% in some cases 




By Frankie Gurganus and Charles L. Holley
FMC Corporation had premium in­
creases of 350% in 1985 for less than 
one-half the coverage received in 
1984. This costly coverage was what 
was found to be the best available 
following FMC’s search for alterna­
tives in the worldwide insurance 
market [Malott, p. 10, 1986].
Companies and consumers alike 
find themselves involved in the lia­
bility insurance crisis. Companies 
pay through increased premiums 
and increased exposure to risks. Con­
sumers pay through increased prod­
uct costs and through reduced avail­
ability of desired products and ser­
vices.
Factors Contributing to the Cri­
sis. Insurance price wars throughout 
the late 1970s and early 1980s, the 
litigious attitude of many people, the 
United States tort system, the con­
tingency fee system, escalating judg­
ments and the general broadening of 
the scope and definition of liability 
by the courts are all factors which 
have contributed to the crisis in the 
liability insurance industry.
Many insurance companies had 
excess capital in the late 1970s. These 
excess funds often led to premium 
price cutting in order to increase 
market shares [Sinnott, p. 56, 1987]. 
High prevailing interest rates also 
contributed to decisions involving 
price cutting. Insurance companies 
expected to pay claims out of the 
high interest earnings, but interest 
rates started to decline while claims 
escalated. Property and casualty in­
surance companies lost $2.9 billion 
in 1984, $5.5 billion in 1985, and an 
estimated $22 billion in 1986 [Far­
rell, p. 88, 1986; Sinnott, p. 57, 1987]. 
The industry is projected to lose $62 
billion in commercial liability in the 
next five years [Hackenburg, p. 3, 
1987].
The litigious mindset of the Amer­
ican public is also partially respon­
sible for the insurance crisis. In 1984, 
16.6 million private civil suits were 
tried in federal courts. This repre­
sented an average of one civil lawsuit 
filed for every 15 Americans [Col­
lins, p. 57, 1985].
The tort system frequently allows 
individuals to sue for trivial matters. 
Suits are brought even when the vic­
tim sometimes shares the fault. Too, 
the legal system awards damages 
not only for economic loss but for 
pain and suffering as well. Punitive 
damages may also increase the 
award. The tort system judgments 
have reached a point that Lloyd’s of 
London has indicated that it might 
withdraw from the U.S. market if 
tort law reforms are not passed 
[Malott, p. 10, 1986].
Liability insurance is 
currently at a crisis 
level in the 
United States.
Most states have adopted some 
type of tort reforms, such as limiting 
the damages awarded and/or mak­
ing liability several but not joint. 
Also, Congress is giving considera­
tion to at least ten tort reform bills. 
The purpose of many of these bills is 
to provide uniform product liability 
among the States. Placing limits on 
economic and noneconomic loss 
awards, reducing lawyer contin­
gency fees, making liability several 
but not joint, setting statutes of lim­
itation, and providing guidelines for 
settlement are some of the ways the
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various bills address tort reform. 
These changes will reduce the right 
and/or incentive to sue but will not 
totally solve the insurance problem.
The contingency fee system for 
determining lawyers’ fees is also an 
important factor in the insurance 
crisis. This practice lessens plain­
tiffs’ financial risks and possibly en­
courages even more suits since 
awards often reach a million dollars 
or more and attorney fees are based 
on percentages of the judgments.
Escalating judgments by juries 
are also partly to blame for the insur­
ance crisis. According to the Jury 
Verdict Research Institute, multi­
million dollar claims increased from 
25 in 1975 to 450 in 1985 [Gahin, p. 
48, 1987]. For example, Ford Motor 
Company had projected death bene­
fits to be $200,000 per accident in 
lawsuits related to the Pinto auto­
mobile. Awards were so much higher 
(one as high as $12 million — later 
reduced to $6.7 million) that Ford 
was forced to recall the Pinto [Far­
rell, p. 89, 1986]. An article pub­
lished in Business Week reported 
similar costly judgments: “A. H. 
Robins Co. filed for Chapter 11 pro­
tection after paying out $530 million 
to settle 9,500 claims against its Dal­
kon Shield intrauterine device, with 
6,000 claims still pending. Union 
Carbide Corporation faces billions of 
dollars in suits for the toxic-gas leaks 
at its plant in Bhopal, India” [Far­
rell, p. 89, 1986].
The broadening definition and 
scope of liability as interpreted by 
the courts is another reason for the 
insurance crisis. The application of 
joint and several liability, as well as 
strict liability for products, has ex­
panded the scope of liability. Also, 
the courts often have provided lib­
eral interpretations of policy terms 
that favor the policyholder.
These factors have made it diffi­
cult for insurers to estimate losses 
and set premiums. As a result, rates 
have been increased, liability limits 
have been lowered, coverage has been 
reduced, claims-made policies are 
replacingoccurrence policies, and in 
some cases, insurance companies are 
going out of business.
Current Practices
Businesses today are absorbing 
and financing more risks than ever 
before because of the lack of afford­
able and/or available liability insur­
ance. Companies that cannot afford 
the high premiums are being forced 
to turn to claims-made policies, some 
form of self-insurance and risk man­
agement, or captive insurance com­
panies.
Claims-Made Policies. Tradition­
ally, insurance policies have been 
“occurrence” policies. An occurrence 
policy covers liability for any claims 
that take place during the time that 
the policy is in effect, regardless of 
when the claim is made. The insur­
er’s obligation is indefinite.
The litigious mindset 
of the American 
public is also 
partially responsible 
for the insurance 
crisis.
By contrast, “claims-made” poli­
cies cover only liabilities for claims 
that occur and are filed during a 
policy year. There is no coverage for 
a claim filed after the policy period. 
Because of the typical delay in mak­
ing claims, a company could find 
itself without coverage if it changes 
insurers or if insurance is canceled 
from year to year. For protection 
against claims that might be 
brought in the future, a company 
must buy additional “tail coverage” 
insurance which costs about three 
times as much as a claims-made pol­
icy [Brown, p. 60, 1986]. Included in 
a claims-made policy is a general 
aggregate limitation on claims under 
the policy.
A liability policy usually has two 
limits: (1) a maximum amount that 
the insurer will pay for a single 
occurrence and (2) a total amount 
that the insurer will pay for all 
occurrences in one year. A claims-
made policy has an aggregate limit 
on claims for all coverage under the 
policy. Under this kind of policy, one 
accident claim brought under a sec­
tion of the policy could be large 
enough to exhaust the aggregate lim­
it, leaving the company uninsured 
for the rest of the year. Drug, chemi­
cal, and heavy manufacturing firms 
— firms with long tail exposure for 
settling claims and large settlements 
— are targets for the new claims- 
made policies.
Self-Insurance. As an alternative 
to purchasing claims-made policies, 
many companies are becoming self­
insured. Some companies retain all 
of the risks; others self-insure for 
frequent, predictable losses and pur­
chase insurance for catastrophic 
losses.
Basically, a self-insured company 
views the payment of claims as the 
same as paying insurance premiums. 
Richard M. Page, chairman and chief 
executive officer of insurance broker 
Fred S. James & Co., projects that 
“by 1989 at least a third — and 
maybe as much as a half — of the 
commercial insurance market could 
be covered by self-insurance and cap­
tives” [Business Week, p. 112, 1986].
The problem with self-insurance 
is that the company may underesti­
mate the frequency and severity of 
losses, thus assuming more risk than 
anticipated. Also, excess and um­
brella coverage may not always be 
available because underwriters may 
be reluctant to provide excess cover­
age to self-insured companies.
Captive Insurance Companies. 
Congress passed the Product Liabil­
ity Risk Retention Act of 1981 in 
response to the decrease in available 
product liability coverage that oc­
curred during the late 1970s. The act 
allowed product manufacturers to 
form risk retention groups. Risk re­
tention groups, or captive insurance 
companies, are entities that provide 
liability coverage for companies in a 
given business or with similar risks. 
The act allowed the groups to form 
offshore entities (for example, in Ber­
muda) and sell product liability cov­
erage onshore if they met one state’s 
capitalization requirement. The cap­
tive insurance company was to be 
regulated by the state in which it 
was chartered [Riley, p. 62, 1986].
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The Risk Retention Act of 1986 
expanded the 1981 act to include 
commercial liability coverage. Com­
panies in the same business or with 
similar risks can form an insurance 
company to provide themselves with 
commercial liability coverage. The 
insurance company must be licensed 
under the laws of at least one state 
and provide coverage for its mem­
bers only. Risk retention groups are 
not subject to certain Securities and 
Exchange Commission requirements 
and other regulations in solicitation 
of funds for capital and surplus. 
Groups operating out of state are not 
subject to guaranty fund assessments 
or assigned risk pools. Therefore, 
they are not eligible for state insur­
ance insolvency funds which pay 
claims if an insurer folds [Hackavy, 
1987].
Risk Management. Because of 
the retention of more risk than ever 
before, many companies are placing 
an emphasis on risk management. In 
the past, risk management consisted 
of buying insurance to cover the risk 
of loss and implementing an em­
ployee safety program to reduce 
internal claims. Today, a risk man­
agement program must involve 
much more than that. It must iden­
tify the risks throughout the organiza­
tion, recommend ways to eliminate 
or reduce the risks, and determine 
ways to finance the losses from risks 
that cannot be eliminated. In these 
times of high cost and limited or 
unavailable coverage, many compa­
nies are making risk management a 
major concern. According to an arti­
cle in Risk Management, “the design 
of an insurance/self-insurance pro­
gram has important cost implica­
tions in risk, cash flow, taxation, cost 
stability, and profits, to name but a 
few areas” [Best-Devereux, p. 32, 
1985].
Relevant Pronouncements
Concepts relevant to the disclosure 
of self-insurance are found in cur­
rent accounting pronouncements and 
other references, even though none 
of these sources explicitly requires 
disclosure. FASB Statement of Finan­
cial Accounting Standards (FASB) 
No. 5 requires disclosure of a loss 
contingency that is reasonably pos­
sible or a loss that is probable but for 
which no estimate can be deter­
mined. It does not require disclosure 
of uninsured risks “[b]ecause of the 
problems involved in developing op­
erational criteria for disclosure” 
[AICPA, p. 4, 1986]. Those problems 
still exist, but today’s insurance en­
vironment has increased the risks 
for uninsured or underinsured com­
panies.
The objective of financial report­
ing, according to FASB Concept 
Statement No. 1, is to provide users 
with information that will help them 
to assess the amounts, timing and 
uncertainties of a firm’s future cash 
inflows. Information about factors 
affecting a firm’s liquidity or sol­
vency, as well as disclosure of signif­
icant uncertainties, should be pro­
vided [Task Force, p. 14, 1986].
The Securities and Exchange Com­
mission (SEC) requires that uncer­
tainties that materially affect a 
firm’s liquidity, capital resources 
and/or results of operations, “or that 
are reasonably expected to material­
ly affect income from continuing 
operations” be disclosed [Hackavy, 
p. 9, 1987]. Firms registering for 
initial public offerings are required 
to provide information about the 
high-risk factors of the current or 
proposed business. These require­
ments exceed the requirements of 
generally accepted accounting prin­
ciples applicable to the usual finan­
cial statements [AICPA, pp. 15-16, 
1986].
AcSEC recently issued a State­
ment of Position, Accounting for 
Asserted and Unasserted Medical 
Malpractice Claims of Health Care 
Providers and Related Issues. 
AcSEC’s position is that a health 
care provider’s malpractice cover­
age is significant to an understand­
ing of its financial statements. Thus, 
the statement requires that unin­
sured asserted and unasserted med­
ical malpractice claims that cannot 
be estimated be disclosed as a con­
tingency as required by FASB 
Statement No. 5 [AICPA, SOP, pp.
8-9, 1983; Holley, p. 58, 1985].
Due to the concern about insurance 
coverage, early in 1986 AcSEC estab­
lished a Task Force on Disclosure of 
Insurance. In the issues paper pre­
sented at the October 2, 1986, meet­
ing of the AcSEC, the Task Force 
concluded that “if a reporting entity 
is exposed to risks of loss relating to 
torts; theft of, damage to, expropria­
tion of, or destruction of assets; busi­
ness interruption; errors or omis­
sions; injuries to employees; or acts 
of God, but has not transferred such 
risks to which it is exposed to un­
related third parties through insur­
ance, disclosure of such circum­
stances should be required” [AICPA, 
p. 19, 1986].
The Task Force also considered 
the issue of whether to require dis­
closure “only when it is at least rea­
sonably possible that (a) the risk 
could result in an event that is mate­
rial as defined in FASB Concepts 
Statement No. 2, or (b) the risk could 
result in an event that could have a 
severe impact on an entity’s future 
cash flows or results of operation.”
Severe Impact is defined as one 
that is disruptive to a business enter­
prise. Disruptions include, for exam­
ple, substantial disposition of assets, 
restructuring of debt, forced revi­
sions or curtailment of operations, or 
major changes in the reporting enti­
ty’s revenue or cost structure. A 
severe impact does not necessarily 
threaten an enterprise’s continued 
existence, but it may. The concept of 
severe impact differs from the con­
cept of materiality in that matters 
that may be important enough to 
influence a user’s decision (and are 
therefore material), may not be so 
significant as to disrupt an enter­
prise. For example, some items are 
material to an investor because they 
might affect the price of the enter­
prise’s stock (such as a modest de­
cline in net income), but they would
Companies in the 
same business or with 
similar risks can 
form an insurance 
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not necessarily have a severe impact 
on the enterprise itself [AICPA, p. 
23, 1986].
Six of the Task Force members 
believed that disclosure should be 
required “only when it is at least rea­
sonably possible that the risk could 
result in an event that could have a 
severe impact on an entity’s future 
cash flows or results of operations” 
[AICPA, p. 25, 1986]. They did not 
consider it necessary to disclose risks 
“only when it is, at least reasonably 
possible that the risk could result in 
an event that is material as defined 
in FASB Concepts Statement No. 2” 
[AICPA, p. 26, 1986].
The final Task Force report ap­
proved by the AcSEC in July 1987 
concluded:
Publicly held entities and enti­
ties with public accountability, 
such as governments, are encour­
aged, but not required, to dis­
close circumstances in which
a.They are exposed to risks of 
future material loss related 
to
i. Torts,
ii. Theft of, damage to, expro­
priation of, or destruction 
of assets,
iii.Business interruption, 
iv.Errors or omissions, 
v.Injuries to employees, or 
vi.Acts of God, and
b.Those risks have not been 
transferred to unrelated 
third parties through insur- 
ance[AICPA, pp. 2-3, 1987].
In essence, AcSEC did not fully sup­
port the conclusions of the task force 
for required disclosures; AcSEC be­
lieved such disclosures would be too 
complex and voluminous to be mean­
ingful to users of financial state­
ments. Moreover, AcSEC expressed 
concern that “required disclosures of 
the kind recommended by the task 
force would involve consideration of 
a multiplicity of factors, none of 
which provides an objective way to 
evaluate risks” [AICPA, p. 5, 1987].
Recommendations
In today’s business environment, 
disclosure of risk management via 
insurance should be required for 
publicly held firms, not just encour­
aged. High premiums, unavailabil­
ity of insurance, and reduced or re­
stricted coverage have forced many 
companies to accept more risks than 
ever before. Increased litigation, the 
expanding scope of liability, and esca­
lating judgments have increased the 
risk that many companies will en­
counter large losses. Moreover, puni­
tive damages may not be covered by 
insurance. Both uninsured or under- 
insured companies may face losses 
that have a severe impact on their 
operations. One of the principal ob­
jectives of accounting, as stated in 
FASB Concepts Statement No. 1, is 
to enable financial statement users 
to assess future cash flows and results 
of operations. If insurance coverage 
is disclosed, users of financial state­
ments could make an assessment of 
the exposure to noninsured risks. 
Risks of loss are important to various 
financial statement users such as 
investors, creditors, regulators, man­
agers and auditors.
The problem with self- 
insurance is that the 
company may 
underestimate the 
frequency and severity 
of losses, thus 
assuming more risk 
than anticipated.
The following disclosures should 
be required of public companies. 
The suggested disclosures are objec­
tively determinable and are not more 
complex or voluminous than many 
other currently required disclosures. 
Consistent with existing reporting 
requirements, these insurance dis­
closures should be required as sup­
plemental information for periods 
covered in the financial statements:
• Insurance premiums paid
• Amount of insurance cover­
age by major risk categories
• Description of coverage, e.g., 
claims-made or occurrence­
based policies
• Amount of claims settled and 
payments made under deduct­
ible provisions
• Amount of recoveries from 
insurance companies or other 
parties
Summary
Insurance can no longer be viewed 
simply as an expense; it has become 
an integral part of corporate finan­
cial strategy. SEC rules require dis­
closure about uncertainties that 
affect a firm’s liquidity, capital re­
sources and/or results of operation. 
FASB Statement of Concepts No. 1 
supports the disclosure of significant 
uncertainties and information about 
factors affecting a firm’s liquidity or 
solvency. FASB Statement No. 5 
requires disclosure of a loss contin­
gency that is reasonably possible or a 
loss that is probable but for which an 
estimate cannot be determined. For 
uninsured or underinsured compa­
nies in today’s business environment, 
loss contingencies due to commercial 
liability are reasonably possible and 
such losses affect liquidity and/or 
results of operations.
The SOP-Medical Malpractice 
Claims issued by the AcSEC of the 
AICPA requires health care provid­
ers to disclose malpractice coverage. 
The need for disclosure of insurance 
for other industries, especially toxic­
waste, chemical, oil, and pharma­
ceutical companies, is just as great 
as it is for health care providers.
For many companies, self-insur­
ance is no longer a matter of choice.
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Consequently, it is desirable to re­
quire specific disclosures in order to 
provide investors with information 
necessary to assess the prospective 
cash flows of a company, as recom­
mended by FASB Statement of Finan­
cial Accounting Concepts No. 1, and 
to meet the general intent and spe­
cific requirements of FASB State­
ment No. 5.
AcSEC revised the 
approach so that 
certain disclosures 
would be “encouraged” 
or recommended but 
not required.
The AICPA Task Force on Disclo­
sure of Insurance recommended that 
certain financial statement disclo­
sures regarding insurance be re­
quired. However, the AcSEC revised 
the approach so that certain disclo­
sures would be “encouraged” or recom-
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mended but not required. This paper 
suggests that the AcSEC approach 
does not go far enough and proposes 
that certain insurance disclosures be 
required of all public companies. 
These disclosures are objectively de­
terminable and should not prove un­
reasonably burdensome since they 
are not more voluminous or complex 
than many currently required dis­
closures. Ω
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By Nicholas Schroeder and Charles Gibson
Annual reports are the central feature of financial reporting. To many readers, footnotes are the 
most important part of the annual 
report. Individuals who diligently 
study the financial statements will 
spend much of their time reviewing 
the footnotes. Interpretation of the 
financial statements would be diffi­
cult without the descriptions of the 
valuation techniques, revenue recog­
nition methods, and other reporting 
options contained in the footnotes.
When management fulfills its re­
sponsibility to financial statement 
users, the footnotes are a source of 
useful and understandable informa­
tion. Accountants have an interest in 
assuring that footnotes are written 
in a clear, understandable manner. 
When footnotes do not communicate 
clearly, the users may turn to other 
information sources or, worse, claim 
that the financial statements are mis­
leading.
Gauging Readability
Several microcomputer software 
packages are now available to gauge 
readability. However, little benefit 
will be obtained from a readability 
measurement that does not also give 
suggestions for improving the doc­
ument. Fortunately, a software pack­
age named Rightwriter1 provides 
1The Rightwriter software is available 
for the IBM PC and compatibles. It is 
published by Decisionware, Inc., Sara­
sota, Florida.
Accountants have an 
interest in assuring 
that footnotes are 
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manner.
both types of information. This pack­
age measures a document’s readabil­
ity using the Flesch-Kincaid Index, 
a widely used instrument with easily 
interpreted results. In addition, it 
offers a wide variety of suggestions 
on how readability of a document 
can be improved. Other measure­
ments generated by the Rightwriter 
analysis are number of words in the 
text, writing strength index, jargon 
index, and descriptive index.
Readability Index. The readabil­
ity index score indicates the lowest 
education level of readers who would 
easily understand the text. A score of 12
12 means a reader needs at least a 
high school education to easily read 
and understand the document. A 
word of caution is needed when in­
terpreting readability scores. A high 
readability score does not mean the 
information is presented at the 
proper level for sophisticated read­
ers. High readability scores simply 
indicate that the document contains 
complex sentence structure, big 
words, and many lengthy sentences. 
Even technical information, such as 
financial statement footnotes, can be 
more easily understood if written 
using common words and simple 
sentence structure.
Strength Index. The strength in­
dex measures the strength of deliv­
ery. Writing that is clear without 
unnecessary qualifiers or complex 
sentence structure scores well on the 
strength index. The index is scaled 
from a low of 0.00 to a high of 1.00. 
Business reports should score above 
0.50 according to the Rightwriter 
manual. The software will offer sug­
gestions for improving the writing 
strength when the document scores 
below 0.50 on the strength index.
Jargon Index. Jargon represents 
a vocabulary often known only to 
insiders. Jargon consists of entirely 
new words, abbreviations, acronyms, 
buzz words, and nouns created from 
common verbs or verbs created from 
common nouns. Jargon can block 
effective communication, especially 
in financial statement footnotes when 
the subject material is technical in 
nature.
A jargon index of 0.00 indicates 
that the use of Jargon is within 
acceptable levels. A jargon index 
greater than 0.50 indicates a very 
heavy use of jargon. Because jargon 
causes a loss of communication effec­
tiveness, it is important to minimize 
the use of jargon.
Descriptive Index. The descrip­
tive index measures the use of adjec­
tives and adverbs. Too many adjec­
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tives and adverbs can make the 
writing hard to understand. Too few 
descriptors will make the writing 
terse and choppy. Scores between 
0.10 and 0.90 on the Rightwriter 
scale are considered to be within the 
normal range.
Improving Readability
The key to improving footnote read­
ability is to recognize where to make 
the improvements. The use of books 
such as Effective Writing: A Hand­
book for Accountants [Arevalo, 
1984] can sharpen the accountant’s 
effectiveness at written communica­
tions. However, a book cannot cri­
tique a financial statement’s foot­
notes. Only a human expert or, now, 
a computer program can analyze 
text for writing quality. The Right­
writer program can point out com­
mon errors and poor writing habits 
that cause readability problems and 
lead to low writing style scores. The 
writer is then free to examine each of 
the comments to decide whether to 
make revisions.
Computer software can recognize 
punctuation errors, overuse of the 
passive voice, and some grammati­
cal errors. A good program can also 
point out sentence structure prob­
lems and poor word choices such as 
using cliches, ambiguous terms, 
slang, etc. Rightwriter inserts com­
ments directly into the text being 
analyzed. The program identifies 
possible problem areas and even sug­
gests phrases which might improve 
the writing.
Rightwriter also presents a sum­
mary of scores and revision sugges­
tions based on the problems noted in 
the text analysis. These comments 
and suggestions can serve as a focal 




overuse of the passive 
voice, and some 
grammatical errors.
EXHIBIT 1
Mobil Corporation, Note 8 
December 31, 1984
At December 31, 1984, Mobil Oil and Mobil Credit had $3,403 million of 
unused lines of credit for short-term financing. Of these, $961 million 
supported commercial paper borrowing arrangements of Mobil Credit, 
$648 million of which may also be used by Mobil Oil.
As of the end of 1984, Montgomery Ward and Montgomery Ward Credit 
had $600 million of unused lines of credit for short-term financing. Sub­
stantially all of the unused lines of credit support the outstanding com­
mercial paper of Montgomery Ward Credit and may also be used by 
Montgomery Ward. These lines of credit have been renewed consistently 
each year and, under informal arrangements, most of the lines are sup­
ported by a combination of fees and compensating balances. The average 
cost of the unused lines is a fee of .2 of 1% plus compensating balances of 
about 3%. Should the lines of credit be utilized, the compensating balances 
may, in certain instances, be increased to a maximum of 8% of such 
borrowings. The compensating balances are determined on the average 
monthly collected balances per the banks’ records and are legally subject 
to withdrawal.
Container had unused lines of credit for short-term financing of $68 
million at December 31, 1984, for which a maximum commitment for 3/8 
of 1% is paid.
W. F. Hall Printing Company had unused lines of credit for short-term 
financing of $11 million at December 31, 1984.
An Illustration
Footnote 8 from the December 31, 
1984, annual report of the Mobil 
Corporation is shown in Exhibit 1. 
The Rightwriter analysis of the 
Mobil Corporation footnote is shown 
in Exhibit 2.
Reviewing the Rightwriter analy­
sis in Exhibit 2, we find several 
comments to consider. These com­
ments point out one complex sen­
tence, five uses of the passive voice, 
four long sentences, and a suggestion 
to replace one word. The readability 
index is 13.08 (readers need a 13th 
grade education to easily understand 
the footnote). The strength index is 
0.00, indicating that the writing has 
room for improvement. There is a 
suggestion that the use of shorter 
sentences and the active voice would 
improve the writing style. The de­
scriptive index is 0.42; the use of 
adjectives and adverbs is within the 
normal range. The jargon index is 
0.00, indicating that the use of jar­
gon is within acceptable levels.
The summary also contains a recom­
mendation on sentence structure. 
The recommendation suggests using 
sentences with simpler structure in­
stead of the multiple clause sentences 
in the footnote.
The final part of the summary is 
an uncommon word list. The writer 
should consider replacing these 
words as they may confuse the read­
er. When synonyms for uncommon 
words are needed, a real-time the­
saurus may be the quickest way to 
find a common word. Turbo Light­
ning, Word Finder, or the thesaurus 
in the Multimate Advantage word 
processor are good examples of this 
software.2 A real-time thesaurus al­
lows the writer to request a list of 
synonyms at the stroke of a key. 
When an acceptable substitute is 
selected, another keystroke will re­
place the old word with the new 
word.
2 Turbo Lightning is a product of Borland 
International, Scotts Valley, California. 
Word Finder is a product of Microlytics, 
Inc., East Rochester, New York. Multi­
mate Advantage is a product of Multi­
mate International, East Hartford, Con­
necticut.
Not every word on the uncommon 
word list should be replaced. Some 
words listed as uncommon may be 
common within the context used. 
Such is the case for this footnote. 
Four of the five words are proper 
names. The other is a common term
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in the context of this footnote. These 
words need not be replaced.
The Mobil Corporation footnote 
was reworded based on the comments 
inserted in the text and the sugges­
tions given in the analysis summary. 
The results of the editing and reword­
ing can be seen in Exhibit 3. The 
analysis of the reworded footnote, 
shown in Exhibit 4, has only one 
comment inserted in the text. This 
use of the passive voice was left 
unchanged because it seemed to be 
the most appropriate way to phrase 
this sentence.
The readability index for the re­
vised footnote is 10.09, approximate­
ly three grades lower than the origi­
nal footnote. The strength index has 
moved from 0.00 to 0.75, a substan­
tial improvement in the writing 
strength. The descriptive index 
stayed within the acceptable range 
and the jargon index remained at 
0.00. There are no recommendations 
for improvement. The uncommon 
word list is the same because all of 
the words on this list were consid­
ered acceptable.
Substantial improvements were 
made in the readability index and 
the strength index by making only a 
few key changes. The revised foot­
note is more likely to be easily under­
stood by financial statement users.
Summary
Footnotes are used to explain or 
amplify the items presented within 
the body of the financial statements. 
Accountants, whether preparers or 
auditors, have an interest in assur­
ing that footnotes are written in a 
clear, understandable manner.
A footnote in a financial statement 
was used to demonstrate how to use 
microcomputer software to improve 
readability and writing strength by 
locating and improving weak areas 
in the document. Microcomputer soft­
ware packages are a useful tool in 
the accountant’s effort to improve 
the understandability and usefulness 
of accounting information. 12
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EXHIBIT 2
Mobil Corporation, Rightwriter Analysis of Note 8 
December 31, 1984
At December 31, 1984, Mobil Oil and Mobil Credit had $3,403 
million of unused lines of credit for short-term financing. Of
31. COMPLEX SENTENCE
these, $961 million supported commercial paper borrowing 
arrangements of Mobil Credit, $648 million of which may also be 
used by Mobil Oil.
21. PASSIVE VOICE: be used
17. LONG SENTENCE: 23 WORDS
As of the end of 1984, Montgomery Ward and Montgomery 
Ward Credit had $600 million of unused lines of credit for short- 
17. LONG SENTENCE: 24 WORDS
term financing. Substantially all of the unused lines of credit 
support the outstanding commercial paper of Montgomery Ward 
Credit and may also be used by Montgomery Ward. These lines of 
21. PASSIVE VOICE: be used
17. LONG SENTENCE: 25 WORDS
credit have been renewed consistently each year and, under 
informal arrangements, most of the lines are supported by a 
combination of fees and compensating balances. The average cost 
of the unused lines is a fee of .2 of 1% plus compensating balances 
of about 3%. Should the lines of credit be utilized, the compensat­
ing balances may, in certain instances, be increased to a maxi­
mum of 8% of such
7. REPLACE utilized, BY SIMPLER: use
21. PASSIVE VOICE: be increased 
borrowings. The compensating balances are determined on the 
21.PASSIVE VOICE: are determined
average monthly collected balances per the banks’ records and 
are legally subject to withdrawal.
Container had unused lines of credit for short-term financing of 
$68 million at December 31, 1984, for which a maximum com­
mitment fee of 3/8 of 1% is paid.
21. PASSIVE VOICE: is paid
17. LONG SENTENCE: 30 WORDS
W. F. Hall Printing Company had unused lines of credit for 
short-term financing of $11 million at December 31, 1984.
SUMMARY
READABILITY INDEX: 13.08
Readers need a 13th grade level of education 
to understand.
The writing is complex and may be difficult to read.
STRENGTH INDEX: 0.00
The writing can be made more direct by using:
— the active voice
—- shorter sentences
DESCRIPTIVE INDEX: 0.42




1. Most sentences contain multiple clauses.
Try to use more simple sentences.
UNCOMMON WORD LIST
The following words are not widely understood.
Will any of these words confuse the intended audience?
MOBIL 4 MONTGOMERY 4 RENEWED 1 WARD 4 WF 1
The Woman CPA, April 1988/15
EXHIBIT 3
Mobil Corporation, Rewording of Note 8 
December 31, 1984
At December 31, 1984, Mobil Oil and Mobil Credit had $3,403 million of unused 
lines of credit for short-term financing. This includes $961 million which supported 
commercial paper borrowing arrangements of Mobil Credit. Of the $961 million, 
Mobil Oil may also use $648 million.
As of the end of 1984, Montgomery Ward and Montgomery Ward Credit had $600 
million of unused lines of credit. This credit is available for short-term financing. 
Nearly all of the unused lines of credit support the outstanding commercial paper 
of Montgomery Ward Credit. These lines of credit are also available to Montgom­
ery Ward. They have been renewed consistently each year. Under informal ar­
rangements, a combination of fees and compensating balances support most of 
these lines of credit. The average cost of the unused lines is a fee of .2 of 1% plus 
compensating balances of about 3%. If Montgomery Ward uses the lines of credit, 
the compensating balances could increase to a maximum of 8%of such borrowings. 
The compensating balances are determined using the average monthly collected 
balances per the banks’ records. The compensating balances are legally subject to 
withdrawal.
Container had unused lines of credit for short-term financing of $68 million at 
December 31, 1984. Container pays a maximum commitment fee of 3/8 of 1%.
W. F. Hall Printing Company had unused lines of credit for short-term financing 
of $11 million at December 31, 1984.
Dr. Charles H. Gibson is a profes­
sor of accounting at the University of 
Toledo. He is a member of several pro­
fessional organizations including the 
AAA, AICPA, FEI, and Ohio Society 
of CPAs. Dr. Gibson has authored or 
co-authored several books and arti­
cles including a previous publication 
in The Woman CPA.
EXHIBIT 4
Mobil Corporation, Rightwriter Analysis 
of Reworded Note 8 
December 31, 1984
At December 31, 1984, Mobil Oil and Mobil Credit had $3,403 million of unused 
lines of credit for short-term financing. This includes $961 million which supported 
commercial paper borrowing arrangements of Mobil Credit. Of the $961 million, 
Mobil Oil may also use $648 million.
As of the end of 1984, Montgomery Ward and Montgomery Ward Credit had $600 
million of unused lines of credit. This credit is available for short-term financing. 
Nearly all of the unused lines of credit support the outstanding commercial paper 
of Montgomery Ward Credit. These lines of credit are also available to Montgom­
ery Ward. They have been renewed consistently each year. Under informal ar­
rangements, a combination of fees and compensating balances support most of 
these lines of credit. The average cost of the unused lines is a fee of .2 of 1% plus 
compensating balances of about 3%. If Montgomery Ward uses the lines of credit, 
the compensating balances could increase to a maximum of 8%of such borrowings. 
The compensating balances are determined using the average
21. PASSIVE VOICE: are determined 
monthly collected balances per the banks’ records. The compensating balances are 
legally subject to withdrawal.
Container had unused lines of credit for short-term financing of $68 million at 
December 31, 1984. Container pays a maximum commitment fee of 3/8 of 1%.
W. F. Hall Printing Company had unused lines of credit for short-term financing 
of $11 million at December 31, 1984.
SUMMARY
READABILITY INDEX: 10.09
Readers need a 10th grade level of education to understand.
STRENGTH INDEX: 0.75
The strength of delivery is good, but can be improved.
DESCRIPTIVE INDEX: 0.39





The following words are not widely understood.
Will any of these words confuse the intended audience?
MOBIL 4 MONTGOMERY 4 RENEWED 1 WARD 4 WF 1
Dr. Nicholas W. Schroeder is an 
assistant professor of accounting at 
the University of Toledo. He is a 
member of the AAA, NAA, AICPA, 
and Ohio Society of CPAs. Dr. 
Schroeder has authored or co- 
authored several articles on account­
ing education and computer software.
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Special Feature
Editors Seek Practice Opportunities 
To Complement Editorial Roles and 
Academic Backgrounds
By Roland L. Madison
A portion of the articles pub­lished in The Woman CPA (TWCPA) are practitioner-oriented 
in order to relate to a segment of our 
readership and sponsoring organi­
zations. Bearing this in mind, and 
the strong support of the American 
Assembly of Collegiate Schools of 
Business (AACSB) for academics to 
actively seek meaningful interaction 
with practitioners, five TWCPA edi­
tors recently pursued a variety of 
practice experiences. This article de­
scribes four of the practice-related 
affiliations experienced by our edi­
tors.
Professor Dahli Gray
Professor Dahli Gray, Editor of 
the International Department, began 
serving as a Peat Marwick Research 
Fellow in June 1986 and will con­
tinue as such until mid-1988. The 
Fellowship, sponsored by the Peat 
Marwick Foundation, provides par­
tial release time from university teach­
ing, so that Dr. Gray may conduct a 
research project of significance to 
the accounting profession. She has 
worked with Peat Marwick profes­
sionals in London, New York, Wash­
ington, D.C., Chicago, Sacramento, 
and Portland. She has also worked 
on research issues with professionals 
in the London office of Price Water­
house and the Chicago office of Coop­
ers & Lybrand. She has plans to 
work with accounting professionals 
in several other locations, including 
Detroit, Tokyo, and Sydney. With 
the perspectives from practitioners, 
she is developing an inventory of 
international accounting problems 
and possible solutions. Her interna­
tional research is relevant to the 
prevalent problems and needs of the 
accounting community.
Program Criteria and 
Issues Addressed
The Peat Marwick Research Fel­
lowship program is in its third year 
of operation. On a competitive basis 
(i.e., quality of research proposals 
submitted), the Peat Marwick Foun­
dation awards fellowships to eligible 
accounting faculty members (i.e., per­
sons that possess a doctoral degree 
and have held an untenured, full- 
time, tenure track position on an 
accounting faculty at a university in 
the United States for no less than 
eighteen months and no more than 
forty-eight months). Each fellowship 
is a significant financial grant that 
goes to the faculty member’s univer­
sity to provide research support for 
that person. In 1986, and again in 
1987, Peat Marwick made ten 
awards. The research proposals sup­
ported are varied and address signif­
icant accounting concerns. The pro­
posals included issues such as tax 
policy, uses of corporate information 
releases by investors, economic and 
behavioral implications of the audit­
ing process, interest rate swaps, fed­
eral enterprise zone issues, micro­
computer software for decision sup­
port, and many other timely con­
cerns. The research is directed at 
increasing academic and practition­
er involvement so that this coopera­
tive effort will benefit the overall 
accounting and business commun­
ity.
Professor Dahli Gray 
. . . began serving as a 
Peat Marwick 
Research Fellow in
June 1986. . .
Benefits Derived 
from the Program
Professor Gray has pursued her 
research effort by interviewing part­
ners, managers, and senior and 
junior accountants. During these in­
terviews, Dahli also acquired exten­
sive advice and isight regarding teach- 
ing. For example, the practitioners 
emphasized a need for increased writ­
ing and speaking skills. They find 
that accounting graduates master 
technical skills, but often lack com­
munication expertise. Dahli is incor­
porating these findings and other 
advice and insights she gained from 
practitioners into the classes that she 
teaches at the University of Notre 
Dame.
Professor Gray advocates open com­
munication between academics and 
practitioners. She has been a long­
standing member of not only various 
academic groups, but also several 
practitioner-oriented organizations. 
She holds both the CPA and the 
CMA. She acquired over 13 years of 
practical experience, which included 
public accounting, prior to and in 
conjunction with her academic teach­
ing career.
Professor Karen Hooks
Dr. Hooks, Practice & Theory De­
partment Editor, is on a two-year 
leave of absence from her position as 
an associate professor at the Univer­
sity of South Florida in Tampa. Uni­
versity officials were willing to ap­
prove her leave, particularly since 
they are hopeful she will return with 
an increased knowledge of interna­
tional accounting, which is currently 
being sought for University of South 
Florida faculty. The leave coincides 
with her husband’s opportunity to go 
on a “tour of duty” in his position as 
an audit manager at Price Water­
house.
Research Manager for the 
Canadian Institute of 
Chartered Accountants
Dr. Hooks is currently working as 
a Research Manager for the Cana­
dian Institute of Chartered Accoun­
tants (CICA). Although technically 
she is in the Auditing Area of the 
Studies and Standards Department, 
all of her time has been assigned as 
support for the Commission to 
Study the Public’s Expectations of 
Audits (Commission), which is pop­
ularly known by its chairman’s name 
as the MacDonald Commission. The 
Commission will submit its complet­
ed report to the CICA Board of Gov­
ernors in late 1987 or early 1988.
In securing her position at the 
CICA, Karen had an additional hur- 
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die to cross. She was an American in 
another country who arrived with­
out an immigration-granted work 
permit in hand. Her first step was 
interviewing with the CICA. People 
with doctorates in accounting are 
more scarce in Canada than in the 
United States. Therefore, someone 
with a Ph.D. and the accompanying 
research and writing skills was very 
attractive to the CICA. The Commis­
sioners had to present evidence to 
immigration that the Commission 
was not able to hire a Canadian citi­
zen with the necessary job qualifica­
tions, thereby justifying that a “vis­
itor” to the country should be permit­
ted to fill the position.
Program Responsibilities 
With CICA
Dr. Hook’s responsibilities have 
been quite varied. Staff support for 
the Commission has consisted of two 
CICA employees, plus others hired 
on a contract basis as needed. The 
Commission has spent much of its 
time receiving oral and written sub­
missions from the financial communi­
ty and the public. It also hired a 
major public opinion research firm 
to conduct a survey of the Canadian 
public and investigate opinions re­
garding auditors, auditors’ work and 
financial statements. Karen has 
spent a lot of time on the survey, 
assessing its meaning and value for 
the Commission and working with 
the research firm as it produced its 
final report. She was heavily involved 
in developing a computer database 
for cataloging the opinions of various 
people and organizations which 
made submissions to the Commis­
sion. At various times, she has re­
searched topics and has written brief­
ing papers, both for the Commission 
and for staff members. At one point, 
Karen coordinated the work of a 
number of contracted staff who were 
simultaneously researching and writ­
ing on various topics. When drafting 
of the report was beginning, her role 
changed to providing various types 
of editing and research backup. Final­
ly, she has had the enlightening and 
pleasurable opportunity of attend­
ing Commission meetings.
Benefits Derived and 
Problems Encountered
Dr. Hooks believes the benefits she 
has received are enormous. First has 
been the opportunity to interface 
with people whom she normally 
would not encounter. The Commis­
sioners themselves are highly placed 
people in law firms, financial insti­
tutions, public accounting firms, in­
dustry and government. Watching 
and listening to them has been a fas­
cinating experience. Further, Karen 
learned much from listening to for­
mal submissions made to the Com­
mission by various members of the 
financial community. The notion that 
everyone can identify problems, but 
none can produce solutions which 
satisfy all affected parties, could not 
have been more firmly established in 
any other way. The research, writ­
ing and technical support aspects of 
her position have also been useful. 
She has developed supervisory and 
negotiation skills that were never 
overly critical for one to possess in a 
teaching capacity at the university. 
Karen has also furthered her writ­
ing and computer skills.
Dr. [Karen] Hooks is 
currently working as 
a Research Manager 
for the Canadian 
Institute of Chartered 
Accountants (CICA).
One of the most interesting prob­
lems encountered has been the con­
stant conflict between meeting dead­
lines and obtaining desired quality 
of the work product. An academic 
doing research can largely control 
deadlines, and meeting deadlines 
usually depends on one’s own efforts. 
It is another matter when dealing 
with a support staff, and meeting 
deadlines for a group of very busy 
people who usually cannot collective­
ly rearrange schedules if a deadline 
cannot be met. No single individual 
has control. The result is that the 
deadline is always met, although 
perhaps with less quality or confi­
dence in the interim product than 
might be desired. Hopefully, one 
makes up for it after the deadline, 
but this has been a real-life compli­
cation which Karen has seldom en­
countered in academia.
Professor Roland L. Madison
Roland L. Madison, Associate 
Editor-Manuscripts, is presently Pro­
fessor of Accounting at John Carroll 
University (JCU) in Cleveland. Finan­
cially, his editorial efforts for The 
Woman CPA are jointly supported 
by grants from the JCU School of 
Business and John Carroll Alumni 
employed by Arthur Andersen & Co. 
He has completed residencies with 
Peat Marwick and Ashland Oil dur­
ing his sixteen years in higher edu­
cation in addition to several years in 
private practice.
Dr. Madison participated (1986) in 
one of the eight faculty residences 
sponsored to date by the Coopers and 
Lybrand Foundation as part of their 
five-year “Support for Excellence In 
Business Education and Research” 
program (1984-1989).
Unique Residency Program
While extensive planning and com­
munications for more than a year 
were critical factors in the develop­
ment of a quality program, the high 
operative level at which the faculty 
member was permitted to function 
made the program a very unique 
experience relative to the traditional 
audit-staff or research-oriented pro­
grams often provided for academics. 
Roland was permitted to observe 
partner meetings, and review files, 
correspondence, workpapers and doc­
uments generally restricted to senior 
firm personnel. He also had client 
contacts which were maintained pri­
marily by partners and managers.
Scope of Program and 
Benefits Derived
While the complete scope of the 
program was quite broad, the major­
ity of Roland’s efforts were in the 
following mutually determined cate­
gories: firm personnel policies and 
practice, including recruitment; pro­
motion; professional education; and 
career development, including part­
ner selection and evaluation; SEC 
practice issues such as discretionary 
accounting changes, partner rota­
tion, materiality judgments and poten­
tial Foreign Corrupt Practice Act 
(FCPA) violations; practice manage­
ment and quality control; and cost­
managerial accounting practices of 
clients.
Detailed reports were prepared at 
the completion of each study area by 
Dr. Madison. The reports were edited 
and distributed to appropriate firm 
personnel. Internal conferences were 
held to analyze and discuss the re­
ports and decide if specific actions 
were required.
Roland perceived the following 
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points as the more significant bene­
fits gained during his residency:
• Identified various behavioral 
qualities to cultivate in students 
that may help them succeed in 
their business careers.
• Created opportunities to bring 
realistic audit practice and cost­
managerial issues to classes; to 
arrange for tours of manufactur­
ing facilities and class visits by 
informed guest speakers from the 
business community.
• Developed research possibilities, 
e.g., contingencies, human re­
source development, and man­
agerial accounting topics.
• Developed a more enlightened 
awareness and appreciation of 
the nature and extensiveness of 
the pressures that individual 
CPAs, at all practice unit levels, 
must manage during their ca­
reers.
The benefits from the firm’s per­
spective included:
• The receipt of an independent, 
objective assessment of several 
critical practice areas (personnel 
policies and procedures, profes­
sional education programs, qual­
ity control, recruiting and prac­
tice management).
• A relevant work product from an 
impartial outside perspective on 
several highly judgmental cost 
accounting issues (capacity con­
cepts, treatment of variances, and 
improved overhead application 
bases and procedures for clients).
• Enhanced the firm’s understand­
ing of and rapport with the ac­
counting faculty and students at 
a key recruiting university.
Professor Cherie J. O’Neil
Cherie J. O’Neil, Tax Department 
Editor, is an Associate Professor of 
Accounting at Virginia Polytechnic 
Institute and State University. 
Cherie was a participant in the Ar­
thur Andersen & Co. Faculty Resi­
dency Program during the winter 
quarter (1987). She divided her time 
between the AA&Co.’s training cen­
ter in St. Charles, Illinois, and their 
Washington, D.C., office.
Prepares Tax Material For 
St. Charles Training Center
Dr. O’Neil devoted her time to 
incorporating the many tax law 
changes legislated by the Tax Re­
form Act of 1986 into AA’s individ­
ual training materials. In addition,
Dr. [Roland] Madison 
participated (1986) in 
one of the eight faculty 
residences sponsored 
to date by the Coopers 
and Lybrand 
Foundation.
Cherie extensively revised their 
Year-End Individual Tax Plan­
ning Booklet, which is distributed 
to all tax seniors who come to St. 
Charles for their tax training 
seminar.
The St. Charles Training Center is 
a very modern and complete facility. 
It is actually like a mini-university. 
Dr. O’Neil felt that the time spent 
there was very rewarding. She was 
able to devote large blocks of time to 
studying the provisions of the new 
tax law. Long periods of uninter­
rupted study time is a luxury for a 
professor who is used to the numer­
ous daily interruptions of campus 
life. Also, working closely with some­
one trained in instructional design 
gave her real insights as to how to 
improve her own writing and teach­
ing skills. Cherie also had the oppor­
tunity to use some of the AA&Co. 
software for the personal computer.
By working with numerous pro­
fessional accountants on the tax train­
ing material, Cherie believes she can 
share with her students what the on- 
the-job training program in a public 
accounting firm is like.
Tax Research and Practice 
in Washington, D.C.
When she was not at St. Charles, 
Cherie spent her time in the tax 
practice office of AA&Co. in Washing­
ton, D.C. She used the “A+” tax 
preparation system to prepare re-
[Dr. Cherie J. O’Neil] 
was a participant in 
the Arthur Andersen 
& Co. Faculty 
Residency Program 
during the winter 
quarter (1987). 
turns. She also did tax research in 
AA&Co.’s extensive tax library. 
Some of the research topics pertained 
to specific clients and other topics 
pertained to the training material 
she was writing for the St. Charles 
program. The extensive tax research 
materials available were very impres­
sive.
Her stay in Washington, D.C., gave 
Professor O’Neil an opportunity to 
observe first-hand what it is like to 
be a staff accountant in a tax depart­
ment of a large firm. Cherie was 
very impressed by the extent to 
which the personal computer has 
become an integral part of the CPA 
firm. It motivated Cherie to inte­
grate the personal computer into as 
many of her classes as possible.
Conclusion
The editors have an extremely pos­
itive view of their practice experi­
ences and believe such opportunities 
should be greatly valued by both 
academics and practitioners. Their 
collective desire is to support and 
stimulate further interaction be­
tween practice and academia, regard­
less of the specific residency pro­
gram structure. Accordingly, they 
believe the AACSB’s position on gain­
ing relevant professional experience 
through faculty residencies is most 
appropriate.
The editorial staff members feel 
that their experiences will help them 
have a better understanding of the 
problems practitioners must face. 
This awareness will help them serve 
as better reviewers of the practition­
er-oriented literary contributions to 
The Woman CPA. Also, one final 
beneficiary of these residency pro­
grams must be their students who 
will enter the professional account­
ing ranks from the college campuses 
in the future. Ω
Roland L. Madison, CPA, Ph.D., is 
professor of accounting at John Car­
roll University, Cleveland, Ohio. He 
serves on the staff of The Woman CPA 
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Students
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Performance in Upper-Level 
College Accounting Courses
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Editor: Tonya K. Flesher, The University of Mississippi,
University, MS 38677
Introduction.
Men no longer hold a monopoly on accounting positions. In fact, demographics indicate women 
are beginning to dominate the field.
The number of women who received 
accounting degrees increased from 
14 percent in 1973-74 to 43 percent in 
1982-83 [Williams, 1983, pp. 33, 34]. 
I  addition, the population of women 
accounting students continues to 
grow while the male population de- 
clines[Grant and Eiden, 1980; Grant 
and Snyder, 1983].
As the male dominance of the ac­
counting profession has declined, 
there has been a growing interest in 
the question of whether women have 
the attributes necessary to be suc­
cessful in accounting. Numerous stud­
ies have been conducted to compare 
and contrast the personality traits, 
managerial talents, and intelligence 
of men and women.
With regard to personality traits 
and managerial talents, data show 
no significant difference between 
men and women. Johnson and Dierks 
concluded that women accountants 
correspond roughly to the stereotyp­
ical accountant [1982, p. 28]. Pfeifer 
and Shapiro, using the California 
Psychological Inventory Test with 
MBA candidates, found no signifi­
cant difference in personality traits 
between men and women MBA stu­
dents. However, their study indicates 
that women possibly possess more 
desirable executive attributes than 
men. Furthermore, Pfeifer and Sha­
piro found that women exhibit few 
disqualifying personalities for exec­
utive positions [1978, p. 80]. Finally, 
Cumpstone, Dixon, and Taylor, con­
firming much previous research, 
found no significant personality dif­
ferences between male and female 
students in managerial talent [1983, 
p. 10].
Differences seem to arise, however, 
with grades and so-called intelli­
gence between men and women stu­
dents. The few researchers who have 
studied these factors have reached 
conflicting conclusions as to whether 
differences exist and, if they do, 
where they lie. Ellis reported “sig­
nificantly higher grades” for women 
[1976, p. 22]; Fraser, Lytle, and Stolle 
reported but three statistically sig­
nificant differences in 35 compari­
sons and, of those, only two showed 
women with higher grades than men 
[1978, p. 19]; and Crowley and Wil­
ton reported, “For whatever reason, 
being female reduces learning by 
between 7 and 9.5 percent” [1974, p. 
670].
The Study.
The objective of the study was to 
examine the performance of female 
and male accounting students. Al­
though the findings of previous stud­
ies have varied — women score high­
er than men, about the same as men, 
and lower than men — the prepon­
derance of evidence has suggested 
that some type of difference exists 
between men and women students: 
either women have an advantage or 
they have a disadvantage when com­
pared to their male counterparts in 
the classroom. Therefore, the differ­
ences in performance between wom­
en and men accounting students were 
investigated using the test hypothe­
sis:
H0 There is a significant dif­
ference between individ­
ual examination grades of 
men and women students 
in the upper level account­
ing courses.
The study was designed to mea­
sure only differences between the 
examination grades of upper-level 
men and women accounting students 
in a single university. Each group’s 
performance on the examinations 
was measured using an appropriate 
statistical test. Grade point averages 
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were also examined as a possible fac­
tor affecting performance. (The ques­
tion of why differences, if any, exist, 
is beyond the scope of the paper.)
The Sample.
The subjects, men and women ac­
counting majors, attended upper lev­
el accounting classes at a private 
urban university in the Northeast. 
The classes, extending from fall 1983 
through fall 1985, consisted of four 
sections of Cost Accounting, two sec­
tions of Intermediate Accounting II, 
six sections of Advanced Accounting 
I, and four sections of Advanced 
Accounting II. The classes, all taught 
by the researchers, ranged in size 
from 18 to 40 students, with a total 
sample of 212 females and 246 males. 
To prevent possible bias, the stu­
dents were unaware of the study.
All classes used standard texts: 
Cost Accounting; A Managerial Em­
phasis, 5th ed., by Horngren; Inter­
mediate Accounting, 3d ed., by Mo­
sich and Larson; and Advanced Ac­
counting, 3d ed., by Mosich and 
Larson.
A Mann-Whitney U test was per­
formed on official cumulative grade 
point averages of both groups for 
each class. The test results indicate 
three significant differences, one in 
Advanced Accounting II and two in 
Cost Accounting. These differences, 
however, did not lead to any signifi­
cant performance differences in the 
respective classes.
Cost Accounting and Intermediate 
II classes took two examinations dur­
ing the term and a final; the rest took 
four examinations during the term 
and a final. Additional criteria(home- 
work, class attendance, etc.) were 
used to establish final grades. In 
those classes using four examinations 
during the terms, the final grade 
algorithm consisted of the three high­
est examination grades (dropping 
the lowest) along with the final and 
other criteria.
A two-sample, two-tail Mann- 
Whitney U test was used on all indi­
vidual examination grades, includ­
ing the final examination grade and 
the semester grade, to search for 
significant performance differences 
between men and women. Mann- 
Whitney was selected because the 
samples were independent, and 
Mann-Whitney requires neither nor­
mal distribution nor equal samples. 
A two-tail test allowed the test scores 
of each sample to vary in either 
direction. Each test used raw scores. 
In those courses where the lowest 
score was eliminated, the three high­
est grades and the final grade deter­
mined the course average. Because 
they were not controllable, other 
grade-determining criteria were not 
tested.
Numerous studies 
have been conducted to 
compare and contrast 
the personality traits, 
managerial talents, 
and intelligence of 
men and women.
THE SAMPLE
] Women (n = 212)*    Men (n = 246)*
Results and Discussion.
Results from the Mann-Whitney U 
test divide into three segments: (1) 
Intermediate Accounting classes, (2) 
Cost Accounting classes, and (3) both 
Advanced Accounting classes. 
Eighty-four statistical tests were per­
formed using 2,297 scores(l,052 wom­
en’s scores and 1,245 men’s scores) 
with little difference between men’s 
and women’s scores. Of the tests per­
formed, 80 indicated no significant 
performance difference between 
men and women. Thus, our test hy­
pothesis of a difference must be 
rejected.
A pattern emerged, however, in 
the scores tested. In the two Inter­
mediate Accounting classes, eight 
tests were performed, four for each 
class. In the eight tests, men had a 
higher grade average in seven and 
women in one, but none of these dif­
ferences was significant. In the four 
Cost Accounting classes for which 16 
tests were made, men had a higher 
grade average in one and women in 
15; none of these differences was sig­
nificant. (In three of the four Cost 
Accounting sections, the p-values 
were quite small but not significant. 
In two of the four sections, the p- 
values were less than 0.26.) For the 
Advanced Accounting classes, 60 
tests were performed; men had a 
higher average in 27 and women in
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*Of the 84 tests performed, women were higher in 49 tests and men in 







33. Four of these tests were signifi­
cant, one in Advanced Accounting I 
and three in Advanced Accounting 
II. Overall, men exceeded women 35 
times and women exceeded men 49 
times.
Pfeifer and Shapiro [1978, p. 80] 
found no difference between men 
and women in managerial aptitudes, 
but they found that women had fewer 
disqualifying managerial traits. This 
could explain the overwhelming num­
ber of examinations in which women 
outscored men in the Cost Account­
ing sections. Cost Accounting tends 
to be less structured and more in line 
with the managerial decisions that 
must be made in business. Interme-
Differences seem to 
arise, however, with 
grades and so-called 
intelligence between 
men and women 
students.
diate and Advanced Accounting, on 
the other hand, tend to be more 
structured than Cost Accounting and 
less like the day-to-day decision­
making requirements in business.
The data showed that women 
scored higher than men in the first 
examination in the various classes 
eleven times while men had higher 
scores than women five times. By the 
time final examinations were taken, 
the results evened out to eight and 
eight.
Conclusions.
This study provides another link 
in the chain of evidence concerning 
undergraduate men and women ac­
counting student performance. It ap­
pears that there is no significant per­
formance difference between the 
two. Care must be exercised in gen­
eralizing, however, for this is but one 
set of facts from one private urban 
university in the Northeast.
This research did not explicitly 
investigate any motivational factors, 
nor did the Scholastic Aptitude Test 
scores enter into the investigation. 
The personal family life and demo­
graphics of the students were not 
probed. These could affect both class 
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and individual outcomes. An addi­
tional limitation in the performance 
measure is that examination scores 
were used as the only measure of 
performance. One obvious problem 
with this is whether academic exam­
inations have a bearing on the real- 
world performance of college grad­
uates. Exams are admittedly crude 
measures; nevertheless, accounting 
recruiters use course grades (de­
rived, for the most part, from exam­
ination grades) as a criterion for hir­
ing. Another problem is that the 
type of examination can affect an 
individual’s performance. This prob­
lem is impractical if not impossible 
to solve, however, and in any case all 
the students in each class took the 
same examination.
The objective of the 
study was to examine 
the performance of 
female and male 
accounting students.
Further research is needed in the 
area of male and female accounting 
students. Subsequent research may 
take the form of replication at other 
universities with other students. Sev­
eral questions remain to be an­
swered: How does motivation of men 
and women students differ, if at all, 
in any one class or school? What 
happens to graduates after they enter 
the business world? Do graduates
James T. Bristol, Ph.D., is Profes­
sor of Accounting at the University of 
North Dakota. Dr. Bristol received 
his doctorate from The University of 
Texas at Austin. He has published in 
various academic and professional 
journals.
with the higher examination grades 
and course grades progress faster 
than those graduates with lower 
grades regardless of gender? Are 
there differences regarding pay, pro­
motion, and position equality? If so, 
upon what are they based?
All these topics should be investi­
gated. With today’s emphasis on 
equal pay for equal work, recruiters 
are highly interested in whether wom­
en accounting graduates are, on av­
erage, superior, inferior, or equal to 
their male colleagues. Ω
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Accountants and auditors who wish to research an issue to determine the accounting and report­
ing of transactions and economic 
events that affect a business enter­
prise have a wealth of authoritative 
literature and accounting publica­
tions to assist them. On the other 
hand, an accountant or auditor who 
faces a similar issue related to ac­
counting and financial reporting by 
a state or local governmental unit is 
not so fortunate. The purpose of this 
article is to identify the current stat­
us of authoritative literature availa­
ble to an accountant or auditor on 
governmental accounting issues.
Authoritative Bodies
For many years, it was informally 
accepted that the National Council 
on Governmental Accounting 
(NCGA) had the authority to estab­
lish financial accounting and report­
ing standards for state and local 
governments. The NCGA functioned 
for the most part as a standing com­
mittee of the Government Finance 
Officers Association (GFOA) in much 
the same manner that the Commit­
tee on Accounting Procedure and the 
Accounting Principles Board func­
tioned in relationship to the AICPA. 
With the creation of the Financial 
Accounting Foundation (FAF) in 
1973, the Financial Accounting Stan­
dards Board (FASB), an organiza­
tion independent of the AICPA, was 
given the authority to establish gen­
erally accepted accounting princi­
ples. During the following ten years, 
there was much debate as to whether 
the FASB had the authority to issue 
standards that were applicable to 
nonprofit organizations, including 
state and local governments, as well 
as to business enterprises.
After a protracted battle over turf, 
all interested parties agreed to create 
the Governmental Accounting Stan­
dards Board (GASB), which the FAF 
would oversee and finance in much 
the same manner as the FASB. The 
roles of the GASB and FASB were 
addressed in the FAF Agreement, 
which concluded that the GASB 
would have the authority to issue 
accounting and reporting standards 
applicable to state and local govern­
ments. The FASB would have the 
authority to issue standards appli­
cable to all other entities (business 
enterprises and not-for-profit organ­
izations, other than state and local 
governments).
Even with its creation and rela­
tionship with the FAF, the GASB 
was missing a key element to estab­
lish firmly its authoritative status. 
Much of the power of the FASB 
comes from the AICPA’s Rule 203 
(Accounting Principle) of the Code of 
Professional Conduct, which reads 
in part as follows:
A member shall not (1) express an 
opinion or state affirmatively that 
the financial statements or other finan­
cial data of any entity are presented 
in conformity with generally accepted 
accounting principles or (2) state that 
he or she is not aware of any material
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modifications that should be made to 
such statements or data in order for 
them to be in conformity with gener­
ally accepted accounting principles, 
if such statements or data contain 
any departure from an accounting 
principle promulgated by bodies desig­
nated by Council to establish such 
principles that has a material effect 
on the statements or data taken as a 
whole . . . [AICPA, 1987].
In 1973, the AICPA’s Council desig­
nated the FASB as the body to estab­
lish accounting principles. But it 
was not until 1986 that the Council 
recognized the GASB as the body to 
establish accounting principles for 
state and local governments.
Hierarchy of GAAP for State 
and Local Governments
The FAF Agreement lists the fol­
lowing categories in the hierarchy of 
generally accepted accounting prin­
ciples for state and local govern­
ments:
I Pronouncements of the Gov­
ernmental Accounting Stan­
dards Board
II Pronouncements of the Finan­
cial Accounting Standards 
Board
III Pronouncements of bodies com­
posed of expert accountants 
that follow a due process proce­
dure, including broad distri­
bution of proposed accounting 
principles for public com­
ment, for the intended pur­
pose of establishing account­
ing principles or describing 
existing practices that are gen­
erally accepted
IV Practices or pronouncements 
that are widely recognized as 
being generally accepted be­
cause they represent preva­
lent practice in a particular 
industry or the knowledgea­
ble application to specific cir­
cumstances of pronounce­
ments that are generally 
accepted
V Other accounting literature 
[AICPA, 1984]
Categories are based on degrees of 
authoritativeness. For example, if 
authoritative support for one account­
ing principle can be found in Cate­
gory I and support for an alternative 
accounting principle can be found in 
Category III, the accounting princi­
ple supported by Category I must be 
used to account for the transaction or 
economic event. Thus, when an ac­
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countant or auditor is researching 
an accounting issue, the literature in 
Category I should be reviewed; if the 
issue is not addressed in Category I, 
then literature in Category II should 
be explored and so on.
The authoritative literature that 
comprises each of the five categories 
in the accounting hierarchy is de­
scribed below.
Category I — GASB Pronounce­
ments. The first category, which is 
the highest level of authoritative sup­
port, consists of pronouncements is­
sued by the GASB. The GASB issues 
Statements and Interpretations.
When the GASB was created, there 
was some discussion as to whether 
pronouncements by the NCGA would 
constitute generally accepted ac­
counting principles for governmen­
tal entities. As part of the FAF 
Agreement, it was concluded that 
accounting and reporting standards 
contained in all NCGA Statements 
and Interpretations would be desig­
nated as generally accepted. The 
NCGA pronouncements are in force 
until the GASB amends or super­
sedes them with new pronounce-
The NCGA 
pronouncements are 
in force until the 
GASB amends or 
supersedes them with 
new pronouncements.
ments. At the present time, the most 
authoritative accounting literature 
for state and local governments con­
sists of the pronouncements dis­
played in the bookcase on this page.
Category II — FASB Pronounce­
ments. When an accounting issue 
has been addressed by an FASB pro­
nouncement (Statement or Interpre­
tation) but not by a GASB or NCGA 
pronouncement, it is accepted that 
the FASB pronouncement should be 
followed in the preparation of a gov­
ernmental unit’s financial state­
ments. When a relevant FASB pro­
nouncement exists, it is seldom possi­
ble to apply the FASB guidelines 
without some modifications. Modifica­
tions are needed because the basis of 
accounting (accrual basis) and mea­
surement focus (all economic re­
sources) of a business enterprise are 
different from the basis of account­
ing (modified accrual basis) and 
measurement focus (current finan­
cial resources) of a state or local 
government.
The NCGA took explicit action in 
three instances in order to incorpo­
rate FASB standards as part of gen­
erally accepted accounting princi­
ples for state and local governments:
• NCGA Statement-4 restates
FASB-5 (Accounting for Contin­
gencies)
• NCGA Statement-5 restates 
FASB-13 (Accounting for 
Leases, as amended)
• NCGA Interpretation-8 restates 
FASB-74 (Accounting for Spe­
cial Termination Benefits Paid 
to Employees)
NCGA Interpretation-8 requires 
that the accounting and reporting 
standards established by FASB-74 
be observed in the preparation of 
The Woman CPA, April 1988/25
governmental financial statements. 
In 1985, the FASB superseded 
FASB-74 with the issuance of 
FASB-88, Employers’ Accounting 
for Settlement and Curtailments 
of Defined Benefit Pension Plans 
and for Termination Benefits; how­
ever, FASB-74 must be followed by 
governmental units because NCGA 
Interpretation-8 has not been re­
scinded.
It is important to recognize that 
FASB pronouncements must be fol­
lowed, with appropriate modifica­
tion, even though neither the NCGA 
nor GASB has issued a pronounce­
ment that requires that a specific 
FASB promulgation must be fol­
lowed. For example, the accounting 
and reporting standards established 
by FASB-16, Prior Period Adjust­
ments, must be followed by a govern­
mental entity to account for a correc­
tion of an error even though FASB-16 
is not explicitly incorporated into the 
governmental accounting standards. 
Therefore, accountants or auditors 
must be aware of the accounting 
standards for business enterprises 
and be capable of applying them 
with appropriate modification to a 
governmental entity.
Category III — Expert Accoun- 
tants/Due Process. The third cate­
gory in the accounting hierarchy of 
governmental accounting principles 
includes accounting publications 
that are issued by “bodies composed 
of expert accountants that follow a 
due process procedure.” Generally, 
this category would include State­
ments of Position issued by the 
AICPA’s Accounting Standards Divi­
sion and Accounting and Audit 
Guides issued by special committees 
of the AICPA.
GASB-1 identified the following 
pronouncements as containing gen­
erally accepted accounting princi­
ples for state and local governments.
• Industry Audit Guide, Audits of 
State and Local Governmental 
Units (1974)
• SOP 75-3, Accrual of Revenues 
and Expenditures by State and 
Local Governmental Units
• SOP 77-2, Accounting for Inter­
fund Transfers of State and Lo­
cal Governmental Units
• SOP 78-7, Financial Account­
ing and Reporting by Hospitals 
Operated by a Governmental 
Unit
• SOP 80-2, Accounting and Finan­
cial Reporting by Governmen­
tal Units
Portions of two of the pronounce­
ments listed above have been super­
seded by subsequent pronounce­
ments or revisions. The portion of 
SOP 75-3 that discusses vacation and 
sick pay has been superseded by 
NCGA-4, and the AICPA revised its 
Industry Audit Guide in 1986. The 
revised audit guide did not address 
governmental accounting principles 
but rather was devoted to audit is­
sues. The revised audit guide super­
seded the auditing sections of the 
previous audit guide but did not 
supersede the accounting sections. 
Therefore, the following sections 
from the 1974 Industry Audit Guide 
continue in force since they address 
governmental accounting principles.
• Interfund transactions — pp. 10- 
12
• Budgets and budgetary account­
ing — pp. 12, 22 and 23
• Legal compliance — pp. 12 and 
13
• Basis of accounting — pp. 13-16
In addition to the AICPA’s Audits 
of State and Local Governmental 
Units and the SOPs identified in 
GASB-1 as sources of generally ac­
cepted accounting principles for gov­
ernmental units, some SOPs and 
Audit and Accounting Guides have 
been designated as establishing pref­
erable accounting practices. APB- 
20, Accounting Changes, concludes 
that an entity can change from one 
acceptable principle to another ac­
ceptable principle only when the new­
ly adopted principle is preferable. 
FASB-32, Specialized Accounting 
and Reporting Principles and Prac­
tices in AICPA Statements of Posi­
tion and Guides on Accounting 
and Auditing Matters, and FASB- 
56, Designation of AICPA Guide 
and Statement of Position (SOP) 
81-1 on Contractor Accounting 
and SOP 81-2 Concerning Hospi­
tal-Related Organizations as Pref­
erable for Purposes of Applying 
APB Opinion 20, identify the fol­
lowing governmental-related account­
ing pronouncements as establishing 
preferable accounting principles:
• Statements of Position
• SOP 74-8, Financial Account­
ing and Reporting by Colleges 
and Universities
• SOP 78-1, Accounting by Hos­
pitals for Certain Marketable 
Equity Securities
• SOP 78-10, Accounting Princi­
ples and Reporting Practices 
for Certain Nonprofit Organiza­
tions
• SOP 81-2, Reporting Practices 
Concerning Hospital-Related 
Organizations
• Industry Audit Guides
• Audits of Colleges and Univer­
sities
• Hospital Audit Guide
The pronouncements related to col­
leges and universities and hospitals 
are relevant because educational or 
medical institutions may be included 
in a governmental unit’s reporting 
entity.
It should be noted that when the 
FASB identifies a preferable account­
ing principle, a governmental entity 
can change to that preferable account­
ing principle; nevertheless, it cannot 
change from a preferable account­
ing principle to another accounting 
principle that may be generally ac­
ceptable but has not been designated 
as preferable.
When a relevant 
FASB pronouncement 
exists, it is seldom 




Category IV — Prevalent Prac­
tice. An accounting principle may 
become generally accepted if it is 
considered to be a prevalent account­
ing principle. Prevalent accounting 
principles may be based on pronounce­
ments other than those listed in the 
first three categories of the account­
ing principles hierarchy or on prac­
tices that are widely used in the 
preparation of governmental finan­
cial statements. There is no compre­
hensive list of pronouncements that 
may provide the basis for prevalent 
accounting principles; however, 
there are three publications that ac­
countants and auditors should con­
sider.
1968 Governmental Accounting,
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Auditing, and Financial Report­
ing (GAAFR) was a codification of 
various NCGA publications. When 
NCGA-1 was issued, 1968 GAAFR 
was superseded. Even so, NCGA In­
terpretation-5 concluded “to the ex­
tent that material contained in the 
1968 GAAFR is consistent with the 
principles of such Statements and 
Interpretations, such material may 
be considered illustrations of these 
principles.”
The 1980 GAAFR was published 
by the GFOA as an illustration of 
NCGA-1 rather than as an authori­
tative pronouncement. Thus, while 
the 1980 GAAFR does not establish 
generally accepted account­
ing principles, it may be a useful 
source for better understanding the 
application of NCGA pronounce­
ments providing the illustrations are 
not inconsistent with subsequent pro­
nouncements issued by the NCGA or 
the GASB.
A third document that accountants 
and auditors should be aware of is a 
research report entitled Preferred 
Accounting Practices for State Gov­
ernments (PAPSG), which was pub­
lished in 1983 by the Council of State 
Governments. The purpose of the 
research project was to identify then 
current accounting practices of the 
50 states. The project’s completion 
coincided with the debate concern­
ing the creation of the GASB, and for 
this reason the NCGA never formally 
incorporated its findings into a for­
mal pronouncement. Nevertheless, 
the PAPSG can be used as a basis for 
identifying prevalent accounting prin­
ciples for state governments.
In addition to the three sources 
listed above, prevalent accounting 
practices are established by GASB 
Technical Bulletins. To this date, the 
GASB has issued the following Tech­
nical Bulletins.
• 84-1 Purpose and Scope of 
GASB Technical Bulletins and 
Procedures for Issuance
• 87-1 Applying Paragraph 68 of 
GASB Statement 3
Also, prevalent practices that may 
be relevant to state and local govern­
ments are established in FASB Tech­
nical Bulletins. (GASB Technical 
Bulletins and FASB Technical Bul­
letins are not included in Category I 
and Category II respectively, because 
they are issued by the GASB staff 
and FASB staff and are not formally 
voted upon by the authoritative 
bodies.)
Category IV also includes account­
ing practices that are widely recog­
nized as acceptable even though they 
do not appear in a pronouncement or 
other publication. Generally, this 
means that the accountant or auditor 
must have access to numerous govern­
mental financial statements or pub­
lications that summarize accounting 
practices used by governmental 
units. One source that may prove 
useful is the National Automated 
Accounting Research System 
(NAARS), which recently announced 
that certain governmental financial 
statement information would be in­
cluded in its data base. Another use­
ful source is the Financial Report­
ing Series published by the GFOA 
which presents illustrations of finan­
cial statements, notes, and other gov­
ernmental financial statement infor­
mation.
Category V — Other Account­
ing Literature. When authoritative 
support for an accounting principle 
cannot be found in the first four 
categories, other accounting litera­
ture should be reviewed. The FAF 
Agreement did not elaborate on what 
is meant by “other accounting litera­
ture.” There is a similar accounting 
hierarchy for accounting principles 
for business enterprises (See SAS-5, 
The Meaning of “Present Fairly in 
Conformity with Generally Accept­
ed Accounting Principles” in the 
Independent Auditor’s Report), 
and the hierarchy refers to other 
accounting literature such as FASB 
Statements of Financial Accounting 
Concepts, APB Statements, AICPA 
Issues Papers, pronouncements of 
other professional associations or 
regulatory agencies, and accounting 
textbooks and articles. Care must be 
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taken when a publication primarily 
concerned with accounting for busi­
ness enterprises is used as a basis for 
identifying an accounting principle 
for governmental accounting. As 
noted earlier, the basis of accounting 
and measurement focus of a state or 
local government is unique to govern­
mental accounting. For example, 
may of the definitions in FASB Con­
cepts Statement-6, Elements of Fi­
nancial Statement, are not useful in 
the preparation of governmental fi­
nancial statements.
During the last two 
years, governmental 
accounting has taken 
a significant step 
toward parity with 
accounting for 
business enterprises.
A publication that may be included 
in this fifth category is GASB Con­
cept Statement-1, Objectives of Fi­
nancial Reporting, which supersed­
ed NCGA Concept Statement-1. Also, 
another publication that may be con­
sidered is the GFOA’s GAAFR Re­
view, which is published monthly. 
Although the GAAFR Review is 
not authoritative, it often provides 
valuable insight into governmental 
accounting issues.
Potential for Conflicting 
Standards
Although both the GASB and the 
FASB are financed and somewhat 
directed by the FAF, there is a 
potential that different accounting 
standards issued by the two bodies 
may apply to the same transaction or 
economic event. To some degree, the 
FAF Agreement addressed the poten­
tial conflict with the establishment 
of the governmental accounting hier­
archy discussed in this paper. The 
Agreement also notes that public 
sector entities such as utilities, author­
ities, hospitals, colleges and univer­
sities, and pension plans should ob­
serve FASB pronouncements unless 
the GASB has addressed the account­
ing issue through the issuance of a 
pronouncement. In addition, when a 
public sector entity’s financial state­
ments are included in the general 
purpose financial statements of a 
governmental unit, GASB pronounce­
ments should be observed.
The most recent conflict has been 
in the recognition of depreciation. 
FASB-93, Recognition of Depre­
ciation by Not-for-Profit Organi­
zations (August 1987), requires all 
not-for-profit organizations to rec­
ognize depreciation in general pur­
pose financial statements issued for 
fiscal years beginning after May 15, 
1988. GASB-8, Applicability of 
FASB Statement No. 93, Recogni­
tion of Depreciation by Not-for- 
Profit Organizations, to Certain 
State and Local Governmental En­
tities, was issued as a response in 
January 1988. GASB-8 states that 
governmental colleges and universi­
ties and other governmental entities 
should maintain the status quo until 
the GAB staff can complete the study 
of several projects. This means that 
specialized industry accounting and 
reporting practices may be continued 
rather than changed to meet the 
requirements of FASB-93.
Another area of conflict is in the 
accounting standards for pension 
plans. In the preparation of financial 
statements for pension plans, GASB- 
1 notes that Public Employee Retire­
ment Systems and state and local 
government employers may follow 
any of the following pronouncements.
• NCGA Statement #1
• NCGA Statement #6
• FASB Statement #35
In addition to observing one of the 
three promulgations listed above, the 
pension disclosure requirements es­
tablished by GASB-5 also must be 
observed.
Other areas of conflict between the 
GASB and the FASB are likely to 
arise in the future. For example, 
when the FASB placed accounting 
for colleges and universities on its 
agenda, the GASB became concerned 
that future FASB standards in this 
area might be inconsistent with the 
current governmental accounting 
model. Now the GASB has placed 
accounting for colleges and universi­
ties on its agenda and hopes to work 
closely with the FASB in formulat­
ing accounting standards acceptable 
to both bodies.
Accountants and auditors must be 
aware that conflicting accounting 
standards exist and must use the 
accounting hierarchy created by the 
FAF Agreement and their own pro­
fessional judgment to determine 
which standard results in the most 
informative financial statements for 
a governmental entity.
Accountants and 
auditors must be 




During the last two years, govern­
mental accounting has taken a sig­
nificant step toward parity with ac­
counting for business enterprises. 
One implication of this progress is 
that governmental accounting will 
become an even more sophisticated 
discipline. An accountant or auditor 
must be aware of the authoritative 
sources of accounting principles that 
can be used in the preparation of 
governmental financial statements 
that purport to be in accordance 
with generally accepted accounting 
principles. Ω
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The Internal Revenue Code re­quires the maintenance of ade­quate accounting records to prop­
erly determine taxable income each 
year.1 These records must be retained 
as long as the taxable income of that 
year is subject to adjustment by tax 
authorities. For federal income tax 
purposes, accounting records should 
be kept until expiration of the appli­
cable statute of limitation for the 
taxable year, generally at least three 
years after the return due date, in­
cluding extensions.2 This period is 
lengthened when the statute of lim­
itations is extended by agreement 
with the Internal Revenue Service 
(IRS),3 or when net operating losses 
or investment credit carrybacks 
cause recalculation of prior years’ 
tax liabilities.4 The statute is extend­
ed to six years where gross income is 
understated by more than 25 per­
cent5 while an indefinite statute ap­
plies where a false or fraudulent 
return is filed.6 If a return is delin­
quent, the statutory period begins 
only after the return is filed.7
In light of the above rules, failure 
to retain records or to retain them for 
an insufficient period of time may 
result in the assessment of additional 
tax. Additional tax may be assessed 
because of the disallowance of deduc­
tions or a downward adjustment of 
basis used in determining gain or 
loss on the disposition of property. 
This article provides guidelines to 
assist businesses in deciding what 
records to retain, especially where 
the taxpayer maintains automatic 
data processing (ADP) systems and/ 
or microfilm storage facilities.
Record Retention for Small 
Business
The Internal Revenue Code speci­
fies neither the type of records nor 
any time period for retention. Gen­
erally, the Code requires taxpayers 
to keep such records as the IRS may 
from time to time prescribe.8 The 
regulations merely require that rec­
ords be kept accurately without oth­
erwise prescribing the particular 
form or detail required. However, 
the regulations do require that rec­
ords be maintained in a manner that 
will enable the IRS to ascertain wheth­
er liability for tax is in fact incurred 
and the amount of such liability.9
Regardless of what books and rec­
ords are retained, the regulations 
require that taxable income be com­
puted under the method of account­
ing used to compute income for finan­
cial statement purposes.10 Further­
more, every taxpayer is required to 
maintain accounting records for the 
purpose of filing a correct return. 
Accounting records for this purpose 
include the taxpayer’s regular books 
of account and other records and 
data as may be necessary to support 
the entries on the books of account 
and on the return.11
As for the time period such records 
must be retained, the general require­
ment is that records be kept “so long 
as the contents thereof may become 
material in the administration of 
any internal revenue law.” 12 With 
such limited guidance, taxpayers 
must conservatively assume that 
some books and records may be “mate­
rial” as long as the business remains 
in existence. At a minimum, the 
regulations state that records be main­
tained “for at least four years after 
the due date of such tax for the 
return period to which the records 
relate, or the date such tax is paid, 
whichever is later.”13
In addition to the Internal Revenue 
Code, regulations, and certain IRS 
rulings, a valuable source of guid­
ance with respect to record retention 
is the Guide to Record Retention, 
published by the Superintendent of 
Documents, U.S. Government Print­
ing Office, Washington, D.C. While 
this book does not have the effect of 
law, regulation or IRS ruling and is 
incomplete for tax purposes, it con­
tains record retention advice for 
some 40 federal agencies including 
the IRS. Among its suggestions for 
retaining records in several relevant 
and frequently encountered tax areas 
are:
• Persons paying travel or other 
business expenses incurred by an 
employee in connection with the 
performance of his service should 
keep detailed records of ordinary 
and necessary travel, transporta­
tion, entertainment, and similar 
business expenses, including iden­
tification of amount and nature of 
expenditures. Supporting docu­
ments, especially in connection 
with large or exceptional expen­
ditures, should be retained.
• Persons claiming allowance for 
depreciation should maintain regu­
lar books of accounts or perma­
nent auxiliary records showing 
for each account the basis of the 
property, including adjustments 
necessary to establish the cost of 
each property. These records must 
be maintained in a manner suffi­
cient to determine an estimate of 
salvage value, if necessary.
The general requirements for rec­
ord retention described above can be 
more usefully understood by distin­
guishing the documentation relating 
to property records as opposed to 
records supporting items of income, 
deductions, and credits for the cur­
rent taxable year. Generally, records 
to support income, deductions, and 
credits appearing on a return should 
be kept, at a minimum, until the stat­
ute of limitations for that return 
expires. Property records retained 
to establish a basis in property in 
order to compute gain or loss upon 
disposition and to establish the depre­
ciation, amortization, or depletion 
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that is allowed or allowable must be 
maintained until the ultimate dispo­
sition or retirement of the property 
in question and until the expiration 
of the statute of limitation period for 
the taxable year in which such dis­
position or retirement occurs. Thus, 
if property is given a basis deter­
mined by reference to other property 
held by that person or another per­
son, records pertaining to the other 
property also must be retained to 
document that basis. After a disposi­
tion, or retirement, the rules for 
retaining records for income, deduc­
tions and credits for the current tax­
able year apply.
Because of the lack of comprehen­
sive guidelines, specific rules regard­
ing what documents to keep and 
what to discard are unavailable. To 
provide some assistance, Table 1 of­
fers guidelines for record retention 
procedures for a small business. 
While the chart is not based on law, it 
reflects the experience of the authors 
and other practitioners and conforms 
to the general IRS requirements for 
record retention.
Table 1




License, Traffic and Purchase 6
Production 8
Legal and Tax P
Insurance Years
Policies (All Types — Expired) 4
Accident Reports 6
Fire Inspection Reports 6
Group Disability Records 8
Safety Reports 8
Claims (After Settlement) 10
Personnel Years
Contracts (Expired) 6
Daily Time Reports 6
Disability & Sick
Benefits Records 6
Personnel Files (Terminated) 6
Withholding Tax Statements 6
and Earnings Records) 8
Dividend Checks (Canceled) 6
Checks (Payroll and General) 8
Expense Reports 6
Subsidiary Ledgers (Including
A/P and A/R Ledgers) 6
Monthly Trial Balances 6
Vouchers for Payments to
Vendors, Employees, Etc. 8
Audit Reports P




Bylaws, Charter, & Minute Books P 
Cash Books P
Contracts and Agreements P
Patents, Copyrights &
Trademark Registrations P
Deeds and Easements P
Capital Stock & Bond Records P
(Including Stock Certificates 
and Transfer Lists)
Documentation for
Purchase of Assets P
Labor Contracts P
Proxies P
Retirement & Pension Records P
Tax Returns & Workpapers P
Financial Statements P
Purchasing & Sales Years
Purchase Orders 3
Requisitions 3
Sales Contracts & Sales Invoices 3
Receiving & Shipping Years
Export Declarations, Freight 4
Bills, Manifests, Shipping 
and Receiving Reports, 
Waybills and Bills of Lading
Travel and Entertainment Years
Account Books 6
Diaries 6
Statements Identifying Time, 6
Place and Amount of
Each Expenditure
Automatic Data Processing 
(ADP) Systems and
Microfilm/Microfiche
Although the IRS has not provided 
specific guidelines on general record 
retention for taxpayers, the growth 
of ADP systems and microfilm ac­
counting records has led the IRS to 
issue very specific guidelines on how 
taxpayers must maintain such ac­
counting systems in the event of an 
IRS audit. As in the case of a manual 
accounting system, documentation 
of the ADP portion of an accounting 
system and those files that feed into 
the accounting system must be re­
tained and be accessible so long as 
their contents may be material in the 
administration of any tax law. More­
over, retention of records or files 
produced on an ADP system does not 
eliminate the responsibility for retain­
ing underlying hardcopy documents. 
In Rev. Proc. 86-19,14 the IRS has set 
out rules for ADP systems utilized 
by taxpayers (or controlled groups of 





Payroll (Time Cards) 3
Payroll (Individual Time Reports
In addition to an ADP system, use 
of microfilm/microfiche is often de­
sirable in view of storage costs asso­
ciated with retaining detailed rec­
ords such as canceled checks, in­
voices, vouchers, etc. In general, tax­
payers are responsible for the ef­
fective identification, processing, 
storage, and preservation of micro­
film, having it readily available for 
as long as the contents may become 
material in the administration of 
any tax law. In Rev. Proc. 81-46,15 
the IRS has established specific re­
quirements for the retention of rec­
ords on microfilm (Table 3).
Conclusion
Every business must keep records 
that facilitate the filing of numerous 
required reports and that provide 
evidence in support of its actions in 
various business situations. This is 
especially true in the area of income 
tax returns, the validity of which are 
heavily dependent upon proper re­
tention of records. As a general rule, 
taxpayers should retain any record 
supporting a position on a tax return 
for at least six years. In most cases, 
this will cover the federal income tax 
statute of limitations and the stat­
utes of various state and local taxing 
authorities. However, where records 
substantiate the cost basis of an asset, 
such records should be retained at 
least until the expiration of the stat­
ute of limitations of the tax return 
for the year in which the asset is dis­
posed of or retired. Ω
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TABLE 2
Retention of ADP System Records
• Documentation of the scope of the ADP operations must indicate the functions 
being performed by the ADP equipment, the procedures employed in each 
function, and the controls used to insure accurate and reliable processing. 
There must be documentation for each computer file indicating the record 
formats used, system and program flowcharts, label descriptions, source pro­
gram listings of programs that created the files retained, and detailed charts of 
accounts for each period.
• The system must be designed to insure that details underlying the summary 
accounting (invoices, vouchers, etc.) are easily identifiable and available to the 
IRS upon request.
• All machine-sensible records (punched cards, magnetic tapes, disks) used in 
the system must be retained by the taxpayer in a retrievable format for the 
applicable retention period.
• All retained records must be clearly labeled and stored in a secure environ­
ment, e.g., any machine-sensible record retained should be labeled with a 
retention date and a statement that the record is for IRS use. Back-up machine- 
sensible files should be stored at an off-site location.
• Periodic checks should be made on all files being retained for IRS use. Files 
that are subsequently lost, destroyed, damaged, or found to be incomplete or 
materially inaccurate must be reported to the IRS. Such files must be recreated 
within a reasonable period of time.
• The use of a Data Base Management Systems necessitates, in addition to the 
above, that sequential files are processible by conventional means and, at a 
minimum, that the following documentation exists: Data Base Description, 
Record layout of each segment with respect to fields in each segment, Systems 
Control Language, Program Specification Block, and Program Communica­
tion Block.
• The utilization of an outside service bureau or time-sharing service does not 
eliminate any of the above responsibilities.
TABLE 3
Retention of Microfilm Records
• There must be written procedures governing the establishment of a microfilm 
system and designating the individuals who are responsible for maintaining 
and operating the microfilm system with appropriate authorization by the 
Board of Directors, general partner(s), or owner.
• The microfilm system must be complete and must be used consistently in the 
regularly conducted activity of the business.
• There must be established processing procedures, with appropriate documen­
tation, so the original document can be followed through the micrographic 
system.
• There must be internal procedures for inspection and quality assurance.
• There must be a record of where, when, by whom, and on what equipment the 
microfilm was produced.
• When displayed on a reader or reproduced on paper, the material must exhibit 
a high degree of legibility and readability.
• A detailed index of all microfilmed data must be maintained and arranged in a 
manner that permits the immediate location of any particular record.
• All microfilming and processing duplication, quality control, storage, identifi­
cation, and inspection must meet industry standards.
• In case of IRS audit, the taxpayer must make available upon request a reader/ 
printer in good working order at the examination site for reading, locating, and 
reproducing any record maintained on microfilm.
records, render such statements, 
make such returns, and comply 
with such rules and regulations as 
the Secretary may from time to 
time prescribe. Whenever in the 
judgment of the Secretary it is neces­
sary, he may require any person, 
by notice served upon such person 
or by regulation, to make such 
returns, render such statements, or 
keep such records, as the Secre­
tary deems sufficient to show wheth­
er or not such person is liable for 
tax under this title. The only records 
which an employer shall be re­
quired to keep under this section in 
connection with charged tips shall 
be charge receipts, records neces­
sary to comply with section 6053(c), 
and copies of statements furnished 
by employees under section 
6053(a). Thus, the power of the IRS 
to require records, statements, and 
returns, etc., is virtually unlimited.
2.Sec. 6501.
3.See I.R.S. Form 872 & Section 
6501(c)(4).





9.Treas. Regs. 1.6001-1 (a). The regula­
tions require taxpayers to keep copies 
of any form, return, schedule, state­
ment, refund claim or other document 
filed with the IRS Treas. Regs. 1.6001- 
1(b), (c). Specific guidance on docu­
mentation required with respect to 
each employee upon whom income 
tax is withheld is set out at Treas. 
Regs. 31.6001-5.
10 .Treas. Regs. 1.446-1(a)(1).
11 .Treas. Regs. 1.446-1 (a)(4).
12 .Treas. Regs. 1.6001-1(e).
13 .Treas. Regs. 31.6001-1 (e)(2). 
14.1986-1 C.B. 558.
15.1981-2 C.B. 621, clarified by Rev. Proc. 
83-6, 1983-1 C.B. 582.
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strong [1977, p. 40] says . . .”
If a reference has more than three 
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should appear in the citation. In the 
list of references, however, all of the 
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in the Hendriksen citation, above, 
the suffix, a, b, etc., should follow the 
year when the reference list contains 
more than one work published by an 
author in a single year.
When the manuscript refers to 
statutes, legal treatises or court 
cases, citations acceptable in law 
reviews should be used.
Footnotes
Textual footnotes should be used 
for definitions and explanations 
whose inclusion in the body of the 
manuscript might disrupt the read­
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Numerous footnotes and citations 
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thorough research.
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Because before you can advise... 
your clients must get organized.
It’s the Check Register & Disbursements 
System from McBee that brings one-write book­
keeping out of the office and right into your 
clients’ hands for their personal income control.
Client expenditures are recorded and categor­
ized ... check by check... week after week... on 
organized, pre-printed journals.
There are also description columns for your 
clients’ deposits and open columns for recording 
income from whatever source.
It's a simple but effective help for today’s 
multi-income family with outside investments, 
IRA’s and Keogh's, installment payments, auto­
matic bank withdrawals, costly credit, all amid 
changing tax rules.
Introducing Personal Income Control 
one-write bookkeeping from Mc Bee.
• Facilitates SCHEDULE A & B
(Form 1040) income tax preparation
Serves as a year ’round aid for your 
financial planning practice
The benefits of P.I.C. are quite tangible as it 
provides you with clean, accurate journals for 
review. Frees you from being loaded down with 
detail work.
P.I.C. saves you valuable time by helping your 
clients organize their finances.
A check is only a check; but a P.I.C. is a per­
sonal income control planning tool.
Want samples of McBee’s P.I.C. one-write system that’ll 
help you by helping your clients organize their personal 














rated best by 4 to 1 












Results of a survey by Burke Marketing 
Research on specialists in financial, 
accounting and bookkeeping positions.
#1 #2 #3 #4 #5 #6
63.9% 15.3% 11.0% 4.2% 2.8% 2.8%
The percentages reflect only the six major specialists 
in financial, accounting and bookkeeping positions.
Personnel directors of a cross-section of large corporations were asked this 
question.
“In your opinion, of the personnel recruiters that specialize in financial, 
accounting and bookkeeping positions, which one is best?”
The result: Robert Half was rated best by 4 to 1 over the next national 
specialist in financial, accounting and bookkeeping personnel.
Next time you’re looking for the best accountants, financial services 
professionals or bookkeepers, call Robert Half, the specialist rated best by 
personnel experts.
© 1987 Robert Half International Inc. 
130 offices on three continents.
 ROBERT HALF
Where Second Best Is Not Good EnoughSM
